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Accounting and Investments” 
By Eart A. SALIERS 


There is, in this country, a constantly growing quantity of 
wealth which is seeking investment in one form or another. 
Some of this wealth is in the possession of those who earned it, 
some of it is in the hands of those who have inherited it and a 
great part of it is in the care of fiduciary institutions—trust 
companies, savings banks and so on. The savings of a nation 
are one of the indices of its thrift. In their opportunity and 
ability to produce wealth Americans are unsurpassed by any 
other people. But in some ways this fact operates against their 
efficiency as savers of wealth. The ease with which our wealth 
is accumulated out of the storehouses of nature tends to make 
us prodigal husbands of it. 

With the continued exploitation of our natural resources and 
the approaching exhaustion of some of them, and with the growth 
of our population, our general condition of life tends to approach 
more nearly that of the European nations. The struggle for 
financial success will not be easier in the future. Its attainment, 
however, will depend to a much greater degree upon the intro- 
duction into business of systems of control which will make 
accuracy and promptness prime virtues. The manner in which 
nature is exploited usually corresponds to the development of a 
placer mine. During the earlier operations the rich sands make 
wasteful work profitable; hence it is liable to be wasteful. As 
the leaner deposits are reached inadequate tools and slovenly 
methods of work must be abandoned. 


*A paper read before the Connecticut Business Educators’ Association, February 


17, 1917. 
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Much of the wealth of the United States is owned by indi- 
viduals and institutions which have little or no direct control 
over it. The ownership and the control of wealth are two distinct 
concepts. Modern organization in the form of the corporation 
has concentrated the savings of the multitudes under the control 
of a comparatively few individuals. This concentration of wealth 
and corresponding distribution of investments is accomplished 
through the sale of stocks and bonds. These make possible a very 
convenient subdivision of the capital of large enterprises, permit- 
ting its distribution among numerous investors and facilitating 
the transfer of the ownership of investments from party to party. 
At the same time, in so far as its use and control are concerned, 
the wealth remains where the original investor placed it. Wealth 
invested in the stocks of corporations may undergo frequent 
transfers from party to party without undergoing any change of 
control. 


Since in investing one’s wealth one thereby places it beyond 
direct control, it is imperative that the investor be fully informed 
concerning the policy and success of those who do control it. 
This information should be supplied in the form of comprehen- 
sive reports. These reports should contain such statements, 
statistics and schedules as are necessary to afford an adequate 
survey of progress made. 

Many of the larger and some of the smaller corporations issue 
such reports. Much commendable progress has been made in 
developing a satisfactory form and terminology. Nevertheless 
much remains to be done to make the policy of issuing adequate 
reports a universal one. Some companies, for reasons which 
generally have only a visionary basis, refuse to publish good 
reports. I speak only of those companies whose securities are 
widely held and frequently traded. 

The exercise of greater discrimination by the investor will 
remedy this situation by rendering it impossible for those corpor- 
ations which pursue occult methods to sell their securities. So 
long as the investor remains a disinterested bystander—disinter- 
ested because of his ignorance of accounting and the fundamentals 
of business procedure—so long will he be victimized by those 
who, through no fault of their own, impose worthless stocks upon 
him. There is a shocking prevalence of this sort of ignorance. 
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Many people, otherwise well educated, know nothing about book- 
keeping and the functions of the two statements that are an 
essential part of every corporation report—the profit and loss 
statement and the balance sheet. 

The satisfactory investment of money is a task made easy or 
difficult by the demand of the investor for income on his invest- 
ment. If he is satisfied with a return of two or three per cent. 
he can at once be assured of the safety of his principal and the 
certain receipt of his income. But as he rises in the scale of his 
demand income grows less secure, and the exercise of discrim- 
ination becomes necessary. The safety of any security which 
yields more than five per cent. on the investment ought certainly 
to be the subject of careful investigation on the part of the 
prospective investor. Of course all securities ought to be care- 
fully scanned, but as we rise in the scale of return yielded the 
hazard increases very rapidly. Generally speaking, an invest- 
ment yielding five per cent. is considered safe and conservative, 
while one yielding seven per cent. is usually to be classed as 
speculative and a venture into the field of high finance. 

Really, these general statements need much qualification. The 
discriminating investor will not at once conclude that, because 
one possible investment will yield a higher return than another, 
it is necessarily less safe. The ability to discriminate is such a 
rare accomplishment that he who possesses it can always use it 
profitably. To discriminate between good and bad investments 
requires a knowledge of the principles of accounting. It is 
a fundamental requisite without which the investor must depend 
upon second-hand information, which is sometimes prejudiced 
and inaccurate. 

In speaking of accounting I use that word in its broadest 
sense—as including the fundamental work called bookkeeping as 
well as in the higher sense of an interpretative and constructive 
science. Probably no one thing will do more to introduce financial 
thrift where it is lacking than a widespread knowledge of double- 
entry bookkeeping. It is the most adequate safeguard against 
wasteful methods in business. 

There are two reasons why one ought not to invest money 
in an enterprise which does not possess satisfactory accounting 
control. The first of these reasons is the inability of the manage- 
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ment to detect waste and leaks until after it is oftentimes too late 
to remedy them. The second is the management’s inability to 
report satisfactorily to stockholders and creditors. Nothing 
militates more powerfully against satisfactory credit relations 
than a merchant’s inability to furnish a satisfactory balance sheet. 
Bankruptcy is rarely the consequence of sudden misfortune. 
More frequently it is the outgrowth of poor judgment and 
slovenly habits. Nowhere else will care and foresight be reflected 
more quickly than in the condition of the assets and liabilities, as 
shown by the balance sheet, and of expenses, losses and gains, 
past and present, as detailed in the annual income statement. 
Good bookkeeping is not a mere business affair—it is a matter 
of ethics. Under the most popular form of business organization, 
the corporation, there are usually various claimants to the profits 
earned. The degree in which justice is observed in making the 
distribution of the profits necessarily depends upon the method 
pursued to determine what the profits are. Accounting is not 
an exact science; consequently the accuracy of most financial 
statements is a matter of degree. All parties concerned must rest 
satisfied with results which, although imperfect, are as nearly 
correct as it is humanly possible to make them. But when gross 
errors are permitted to occur some claimant to profit is very 
liable to suffer injustice when a distribution of profits is made. 
Suppose, for example, that a corporation has outstanding an 
issue of $100,000 of five per cent. bonds, $100,000 of six per cent. 
non-cumulative preferred stock and $100,000 of seven per cent. 
common stock. The interest requirements on the bonds must, 
of course, be met first. The preferred stockholders are next 
satisfied, and finally the common stockholders. Assume, also, 
that the apparent earnings of the company have been sufficient 
for a period of ten years past to meet the interest requirements 
on its bonds and to pay the full amount of the dividend on both 
classes of its stock and to accumulate an apparent surplus of 
$40,000. It is discovered, however, that this policy of dividend- 
paying has been pursued at the expense of growing inadequacy 
of the plant, caused by the failure to take into account the fact 
that the machinery is becoming worn and obsolete and the build- 
ings need extensive repairs and replacements. It is found that 
an outlay of not less than $150,000 will be required to bring the 
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plant back to its original efficiency. It appears, therefore, that 
during the ten years in which it paid large dividends the manage- 
ment used gross misjudgment, or else it deliberately hoodwinked 
the stockholders. 

In reality there is not a surplus of $40,000, but a deficit of 
$110,000—nearly as much as was paid out in dividends during 
the past eight years. If earnings continue, on an average, as 
they have been, it will require eight non-dividend-paying years 
to recoup the deficit which has resulted from errors in book- 
keeping. How will the investor who bought the preferred stock 
fare, to say nothing of the common stockholder? Stock certifi- 
cates of such organizations often become souvenirs valuable 
merely for their deterrent effect upon their unfortunate owner’s 
inclination to make further ventures of a similar type. 

Our illustration is an assumption, but not an unreasonable 
one. By way of confirmation we might point to a large railroad 
which traverses one of the most thickly populated sections of the 
country, whose stock is at present outdoing itself in an attempt 
to reach a new low price level. I believe that the reason, or a 
principal reason, for this company’s condition is past extrava- 
gance. Perhaps this extravagance existed in spite of adequate 
accounts. Usually, however, extravagance results from a lack 
of adequate accounts; and it follows that no man who wishes to 
invest money in enterprises run by others, or seeks other people’s 
money for an enterprise run by himself, is well prepared for his 
task unless he understands the principles of accounting. 

Undoubtedly circumstances are changing rapidly for the 
better. There already exists quite an extensive literature of 
business. A fair proportion of this literature deals specifically 
with accounting and investments. Schools and colleges are intro- 
ducing into their curricula courses which cover these fields 
more or less thoroughly. The widespread demand for publicity 
is supplementing the requirements of state and federal commis- 
sions for full and accurate reports based on adequate accounting 
procedure. Numbers of periodicals supply both popular and 
scientific literature dealing with current events and tendencies. 
Banking houses and brokerage firms issue much printed matter 
which possesses more than passing interest. 
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These innovations are molding public sentiment. It under- 
goes slow and imperceptible changes, but none the less certain 
and effective. What at first is heralded as a striking and radical 
reform gradually becomes commonplace through the fact of its 
universal acceptance. But we are not yet oversaturated with 
financial wisdom. The business educator operates in a fair field, 
but one little cultivated hitherto. It is not yet free from occa- 
sional snags and boulders which more intensive operations will 
soon remove. 
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Effective Admuinistration* 
By Leon Orr FisHer, C.P.A. 


In these days when prosperity is about us, we find that there 
is a great demand for the work of the organizer and for men 
who can properly administer an organization when it is perfected. 

Competition has also worked wonders in the last few years 
in bringing the business man to realize that he must always be 
in a position to know all the details of his business at least once 
a month and some of them when he locks up for the night. 

The time is past when the successful manufacturer can work 
along haphazard lines or in generalities if he is to survive the 
fierce competition of modern business. He must not only have 
precise information as to the facts in every department of his 
business from the inside, but must know every factor affecting 
the business from the outside. He must know, for example, the 
status of the market for material and supplies of all kinds, and 
he must be able to read the signs showing the trend of such 
markets. He must organize his concern to take advantage of 
this knowledge. He must anticipate with considerable certainty, 
also, the demands of his customers and in many instances mould 
or influence these demands. The larger concerns have appre- 
ciated this situation for some time and have gradually reorganized 
their business to meet it. 

A prominent bank president of Cleveland, Ohio, recently 
summarized the requirements of efficient business administration 
in these words: 

Organize 

Deputize 

Supervise 
I know no better division of my subject, and therefore will discuss 
it in that order. 

First, organization. Proper organization differs in detail in 
almost every concern, whether the nature of the business is the 
same or not, or whether it is large or small; yet, on the other 
hand, the principles involved are the same. 





*An address before the New York State Society of Certified Public Accountants, 
January 8, 1917. 
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Before we can properly organize we must know thoroughly 
all the ins and outs of the business—all the secrets and the pecu- 
liar requirements of the trade for which the business is to be 
organized. Simplicity should be our guide and flexibility our aim 
if we wish to build the proper structure of a systematic organi- 
zation ; but coordination of departments must be the cornerstone 
upon which a proper superstructure of systematic organization 
is raised. In other words, in any system there must be good 
team-work between departments—not sporadic, occasional team- 
work, but constant day-in-and-day-out team-work based upon 
simplicity and flexibility. 

Any systematic organization must have in its formation an 
effective accounting department, a comprehensive manufacturing 
department, a versatile sales force and, last but by no means least, 
an executive department broad of vision and keen to appreciate 
that effective correlation requires the cultivation of the human 
interest and the spirit of harmony. 


To this end an effective accounting system must embrace 
efficiency, which will enable it to stand the test when unusual 
demands are made upon it, and adaptability of methods which are 
arising all the time to make for better efficiency. I need not go 
into the system of accounting you should install for any one 
concern, except to advise you to make it simple and to use 
common-sense to the full extent. 

Adaptability of methods, however, calls for some explanation. 
No system of which I have knowledge will stand for all time— 
new today, it becomes old tomorrow—hence we must be pre- 
pared to strengthen and support it. I recently received a copy of 
an address on mechanical devices, by Lawrence R. Dicksee, of 
England, in which he says: 

Even if we were still living under normal conditions, the necessity of 
at all times keeping up to date and of adopting the best, the quickest and 
the most economical methods of performing all kinds of work would—or 
at least should—tend to impress upon us the importance of utilizing 
machinery as far as practicable in connection with accounting records. 
But, at a time like the present, when something like 60 or 70 per cent. 
of those skilled in accounting methods are serving with the colors, or are 
in some other way engaged upon war work, the problem of producing the 
best possible results with the very limited amount of skilled labour at 
present available for the purpose becomes one of paramount importance. 
it would seem that in some directions at least, these facts are beginning 


to be appreciated at their proper value, but in other directions there is 
still room for a good deal of improvement—room for more modern ideas 
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Effective Administration 


than are yet very generally observable, and (I might add) room for a 
more enlightened view of the whole situation on the part of the account- 
ancy profession generally, which in such matters should lead opinion rather 
than follow unwillingly in its wake. Accordingly I make no apology for 
selecting for the subject of my paper this evening Machinery as an Aid 
to Accountancy. 


The introduction of mechanical devices has done much for 
the accountant and the actuary, and if a machine now in its 
experimental stage is perfected (and I believe it will be) the 
accounting work in any concern where the items are small and 
many will be cut materially. 

It may interest you to know that at an exhibition of the 
mechanical devices in use by a large corporation about twenty- 
five were employed in the work, and one is a recent invention of 
only six months’ operation. 

I am a progressive so far as accounting methods are concerned 
and believe that decay will follow any long continued adherence 
to the principles of ‘““We have always done it that way,” “It has 
worked well so far” and “Too busy to try new ideas.” 

A comprehensive manufacturing department will require the 
accounting department to give it a good cost system so that it 
may know whether or not its operations are productive of results 
to meet competition. 

The versatile sales force will test its ability to furnish quickly 
all sorts of information which is needed to meet the assaults of 
competition, and the executive department must never be 
hampered by unavailability of the general figures and the statis- 
tical data so necessary to successful administration. 

Second, deputize. While you may think I have placed a good 
deal of responsibility upon the accounting department, it goes 
for naught if the organization has not been properly officered and 
the selection of heads of departments has not been judiciously 
made. 

We are told that the German system of education endeavors 
to ascertain the vocation for which the student is best fitted and 
then to develop that tendency to the limit. The executive, like- 
wise, should study his officers and assistants and place them in 
positions for which they by experience and temperament are best 
fitted. 

The selection of deputies is vital to any administrator, for he 
should have men who are well able to handle their respective 
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departments without his close supervision and are able, when 
necessary, to advise with him upon questions affecting the policy 
and conduct of the business. A deputy should be possessed of a 
heart and be able to impart his ideas and those of the executives 
throughout his department in such a manner that they will be 
clearly understood and create the feeling that the organization is 
dependent upon each individual member as a unit for the success 
of the business as a whole. 

Third, supervision. We now come to the real, vital part of 
all effective administration—supervision. It is not a rare occur- 
rence to see a well organized concern, properly deputized, get very 
poor results because the supervising head is too anxious to “do it 
all” and thinks that properly to conduct business he should “butt 
in” upon the work of his deputies and thereby show he is “on 
the job,” so to speak. 

The executive broad of vision will select his deputies with 
care and, while giving general instruction, will permit them to 
conduct their departments along their own lines. He will keep 
in touch with the progress of each department through 
reports of operation and conferences thereon—-and the confer- 
ences should be in relation to points brought out by the reports. 
He will have stated meetings of all deputies, at which times the 
policies of the business shall be outlined and discussed, and all 
the deputies should be alert and should participate in the dis- 
cussion. 

At the stated meetings the executive should call upon each 
one of his deputies for ideas upon the topics brought before 
the meeting and should so conduct the conferences that each 
deputy will present his individual problems for general discus- 
sion. The executive should at all times encourage cooperation, 
from which will ensue harmony of action, and the stated reports 
from his deputies will keep him informed upon all phases of the 
business without burdening him with a large amount of detail. 

I have tried in a general way to give you a view of how I 
believe an effective administration should be organized and con- 
ducted—a reflection, perhaps, of two administrations with which 
I have been connected—yet I am sure that no administration will 
go far astray if it relies upon the three principles: proper organi- 
zation, selection of competent deputies and intelligent supervision. 
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Present Worth of Future Coupon Payments 
By Orto A. Spies 


In the May number of THE JOURNAL OF ACCOUNTANCY, on 
pages 350-353, Arthur S. Little has shown with great skill the 
way in which the present worth of future coupon payments, 
subject to a periodical and regular reduction of bond principal, 
may be accurately ascertained with the help of “Makeham’s 
formula,” which was recently published in Toronto by M. A. 
Mackenzie. 

This solution, remarkable as it is, requires, however, first, the 
calculation of the present worth of the periodical bond payments, 
and is, therefore, not a direct computation of the present worth 
of the coupon payments. 

It has been stated by Mr. Little, and he is also supported by 
Charles Ezra Sprague, on page 238 of the 1914 edition of his 
Accountancy of Investment, that a direct solution for the sum of 
the present value of the future coupon payments would require an 
algebraic expression so formidable as to be of the nth degree of 
difficulty and that it would not be practicable. 

It appears to be taken for granted that both Mr. Little and 
Mr. Sprague have never made a successful mathematical compu- 
tation of this problem. It is accepted that the computation of the 
present value of the periodical equal bond payments is not diffi- 
cult. It is also accepted that the coupon payments are a direct 
function of the principal payments and their computation must, 
therefore, be also an easy problem for the mathematician. There 
is no question about this point and the solution of the problem is 
only a matter of mathematical skill and research. 

Suppose the problem consisted in computing the total value of 
the twenty members of the irregular progression, as stated on 
page 352 of volume xxi of this magazine, namely: 


6000 5700 5400... 600 300 


+—-+ — 
1.01 10° 1.00. .. Ke ia 
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Without information of any relationship to bond payments, 
would it be necessary to compute in 20 separate calculations the 
value of each member? 

An analysis of this problem will convince anyone familiar 
with algebra that the direct solution is just as simple as the 
remarkable discovery of Mr. Makeham. 

Analysis: If the unknown value of the sum of the above 
progression is designated by Y, there would exist the funda- 
mental equation: 


(1) 
Y= 


6000 5700 5400 . . . 600 300 








- a + ~ 
1.01 Saee.. Bae « . . 3A? S27 


It is evident this progression has not a constant ratio—that is, 
if one number is divided by a previous one, the ratio will always 
be different. 

The first endeavor, therefore, should be to transform equation 
(1) into one with a constant ratio, if possible, for all members 
of the progression. This can be attained by certain transactions 
which do not change the equality of the equation and depend 
greatly upon the skill and experience of the student. 

If equation (1) is multiplied on both sides by (1.01%) the 
result would be: 

(2) 

Y (1.0172) = 6000 (1.017°) + 5700 (1.01'°) + 5400 (1.017*) 
300 (1.01) 


If equation (1) is also multiplied by (1.017°), the result is: 


(3) 
Y (1.012°) = 6000 (1.01°®) + 5700 (1.01°*) + 5400 (1.0127) 
See 


If equation (3) is deducted from equation (2), there results 
a new equation (4), in which 18 members of the progression 
have the same constant ratio (1.01) and the same factor (300). 

Namely : 

(4) 

Y (1.01% — 1.01°) = 6000 (1.017°) — 300 (1.017°) 

— 300 (1.0177) . . . 300 (1.01) — 300 
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or transformed: 


(5) 
Y (1.012%) (1.01-1) = 6000 (1.012) — 300 (1.017 + 
1.01% . . . 1.01) —300. 


It is now obvious, that the second member on the right side 
of equation (5) is a regular geometrical progression, the sum of 
which can be easily ascertained by known rules and equals: 


300 (1.01% +4 1.01% . . . 1.0127 +1.01) = 
300 (1.01) (1.01° — 1) 


0.01 





If this value is inserted in equation (5), the result will be 
that all except two members of the original progression will be 
represented by one algebraic expression, consisting of three 
factors: 


This being done, equation (5) will be transformed in equation 
(6) as follows: 
(6) 


Y (1.012%) (0.01) = 6000 (1.012%) — 
300 (1.01) (1.01*°—1) 


0.01 





or, if equation (6) be divided by the factors of (Y), there results 
for (Y) equation (7), which would be: 


(7) 
6000 300 (1.01° — 1) 300 
Y= — cake 
0.01 0.017 (1.01% ) (0.01) (1.01%) 








The values of 1.01*° and 1.01” are best computed by loga- 
rithms, and are: 


1.01*° = 1.2081089 
1.017 = 1.2201902 
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These values for 1.01'® and 1.01% inserted in equation (7) 
would determine (Y) to be as: 


(0.2081089) 30000 
Y = 600000 — 3000000 ———___ — ———_ 
(1.2081089) 1.2201902 


or Y = 600000 — 516780.26 — 24586. 33 
or Y = 58633.41. 


In equation (7), which determines exactly the value of the 
sum of all members of the irregular geometrical progression, are 
recognized three algebraic expressions which have a specific 


meaning. 
(6000) 
(0.01) 


is found the numerator 





In the first expression: 


(6000), the numerator of the first member of the progression. 
This numeration is divided by the interest factor (1.01), 
diminished by one. 


300 
In the last or third algebraic expression: 





(0.01) (1.017) 
is recognized the last member of the original progression: 


(300) 
(1.012) 


by one. 





divided also by the interest factor (1.01) diminished 


300 (1.017°—1) 
In the second algebraic expression: is 
0.017, 1.01% ) 





found as one factor the difference of the numerators of the 
progression (300), divided by the square of the interest factor 
diminished by one (0.017). 

The other factor consists of the interest factor at an exponent 
equalling the number of members of the progression diminished 


by one minus one, (1.01"°—1) divided by the same interest 
factor at the same power (1.01?*). 
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Thus it is demonstrated that the elements necessary for the 
solution are: 

(1) Amount of the first coupon (6000) 

(2) Interest factor of period (1.01) 

(3) Amount of last coupon (300) 

(4) Difference of amount of periodical coupon (300) 

(5) Number of coupons or periods. 

With the help of equation (7) it is possible to ascertain 
directly and precisely the sum of any irregular but symmetrical 
geometrical progression, as required in the computation of the 
present worth of future coupon payments. 

If the coupon payments do not vary, that is, if there does 
not take place any bond reduction during the life of the bond 
issue, the present worth of the coupons (Y A) may be computed 
also by equation (7), which in that case would be remarkably 
simple, because the second member of equation (7) would be 
reduced to zero. 





(9) 

6000 1 

YA=>=—1— — 
0.01 1.01” 
6000 (1.017°—1) 

or Y A= 
0.01 (1.01%) 
(0.2201902) 


or Y A = 600000 ————— 
(1.2201902) 


Y A = 600000 (0. 1804556) 
Y A = $108,273.33 


The application of the developed theorem may be demon- 
strated in the following problem: 

Required, the sum of following irregular but symmetrical 
geometrical progression : 


120 6s 119-—Stsd18 102 += 101 
+- + hota + =Y 
1.01 1.01? 1.01° 1.01% 1,01” 











according to equation (7). 
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120 1 (1.01*°—1) 101 


0.01 0.012 (1.01) — (0.01) (1.01) 








or if inserted, 


1.01*° = 1.2081089 
1.017° = 1.2201902 
(0.2081089) 10100 
¥ am 19000 —- 10000 qq es ee 
(1.2081089) 1.2201902 
or Y = 12000 — 1722.60 — 8277.40 


or Y = 2000, 


The correctness of this can be proven by separate calculations. 
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Cost Accounting for the Contractor” 


By Lestiz H. ALLEN 


A system of cost accounting to be of any value to a contractor 
must be used. Its data must be accessible to and made full use 
of by everyone in his organization who has anything to do with 
costs. It is valueless if it is kept a secret. A proper system of 
cost accounting may be likened to an expensive tool or machine— 
of great value when working, but an unjustifiable expense if kept 
idle most of the time. 

The attitude of many contractors toward cost accounting is 
like the attitude of the public toward the very nicely polished 
axes and saws that we see in glass cases on our railroad 
trains. I have never seen them used and I presume that their 
only use is to break open the windows in case a passenger desires 
fresh air. (Such a remote contingency has never occurred in 
my traveling experience. ) 

The contractor who thinks that his unit costs are a trade secret 
and the circulation of information regarding his costs will do 
him an irreparable injury is making a great mistake. If his costs 
are higher than his competitors’ they will lose business if they 
use them. If his costs are lower his competitors will lose money 
if they use them. It is efficiency—not cost data—that makes for 
low costs. Cost data simply point the way to efficiency and show 
the failures to reach it. For this reason my firm has not hesi- 
tated at any time to make public its costs. We feel that if we 
make lower costs than our competitors, it is because we have the 
men and the brains needed to do it. Others cannot equal our 
costs simply because they know them. On the other hand, if our 
costs are higher than they should be no one gets any valuable 
information out of their publication that can give them an advan- 
tage over us. 

The concealment of cost data is one of the reasons why it is so 
difficult to get accurate results. No employee can take an intelli- 





*A paper presented at the convention ef the American Concrete Institute, Boston, 
Massachusetts, February, 1917. 
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gent interest in work which is meaningless to him or in laboring 
without seeing or knowing what the finished result will be. Many 
contractors have the labor costs distributed by a timekeeper ; this 
work is sent in to the office and worked up in his spare time by 
the bookkeeper, and the results are only seen by the boss. Neither 
man understands his work, can show any enthusiasm for it or 
cares very much whether it is right or wrong provided that it 
will “get by.” The opposite of this is the case on our work, and 
it is sometimes quite embarrassing to the writer to be called upon 
to adjudicate in cases where knotty points are being discussed 
with great earnestness by our timekeepers and foremen, such as 
whether repairing forms damaged by the strippers should be 
charged to stripping, erecting or making—or what to do with the 
saw filer. The fact that such interest is shown in minor points 
indicates a real interest in efficient work and low costs all down 
the line. 


Some time has been spent in emphasizing the need of making 
cost data open and accessible, for if the contractor cannot be 
convinced as to the wisdom of this publicity the rest of this paper 
will be of no value. It is the purpose of this paper to show how 
the data furnished by a cost accounting system should be made 
use of in the organization and supervision of the jobs and the 
conduct of the general business of the contractor and to demon- 
strate the vital necessity of up-to-date information on costs to 
the various departments of his organization. 


If the contractor is not prepared to go thus far he is almost 
as well off without any cost system at ali. He certainly is not 
getting half the return out of it that he should. This is true not 
only of a contracting business, but of any manufacturing plant. 
Many cases have come to my notice of factories in which large 
sums are spent annually on intricate cost accounting systems, the 
figures of which are understood only by the cost accountants and 
shown only to the presidents or general managers, who in most 
cases understand less than a third of the data furnished. 

The contractor’s problem, therefore, in any system of cost 
accounting is not so to conceal the costs that no one but the boss 
can get them or understand them, but to make them accessible 
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to and understood by the greatest possible number of people in 
his organization. The more people he can educate to understand 
cost analysis in his organization, the more intelligently and 
sensibly will his work be handled. It is also very desirable that 
the architect or engineer should have some idea as to the costs 
of the work being done by the contractor under his direction. 
Many cases occur to my mind of incidents on construction work 
where the engineer’s knowledge of what the work was costing 
has led him to allow modifications in the design which have 
saved a good deal of money for clients, whereas if the cost 
accounts had been concealed the suggestions and arguments 
regarding a change in the design would have gone unheeded. 
For instance, on a recent job where the depth of column footings 
varied owing to bad ground, the engineer desired to build all 
footings the same thickness, to start all columns at the same 
height and to make up the different depths between top of foot- 
ing and bottom of column by a pyramid of concrete, which, 
of course, would need separate forms of varying shapes. Instead 
of arguing on a matter of opinion we were able after building 
two or three to demonstrate as a matter of fact that this method 
was much more expensive than to put additional concrete into 
the footings, and we were allowed to make the change. 


If the contractor has been brought to the point where he is 
ready to admit that it is wise to make general use of his cost 
data in his business, we now come to a discussion of the men 
who should see the data, the reasons why and the use they should 
make of the figures. Before doing this it is necessary to give 
a brief outline of the chief features of a contractor’s cost system 
as follows: 

First the estimate. (a) An estimate for each job based on 
the costs of earlier jobs of similar nature; (b) this estimate 
analyzed to show first the quantities, unit costs and total costs 
of each item of labor and then the quantities and estimated prices 
of each item of material and each sub-contract. 

Second. A daily labor cost report showing the labor costs of 
each day’s work. 

Third. A weekly labor cost report showing in parallel 
columns the estimated and actual quantities, unit costs and total 
costs of the work performed. 
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Fourth. A monthly statement of the cost of materials and 
sub-contracts purchased or ordered, showing in parallel columns 
estimated and actual costs. 


Fifth. A final summary made at the close of the job showing 
the total cost of all labor and material. 


Taking the chief features of a cost accounting system in order, 
we come first to the estimate. What use should be made of this? 
In many offices it is locked up in the safe the day the contract 
is signed and never sees the light of day again. The estimate is, 
or should be, the result of the estimator’s study of cost data on 
preceding jobs and is therefore the standard set for the cost of 
the job for which it was made. With it daily labor costs and 
material purchases should be compared. In making the estimate, 
the estimator has passed in mental review the whole sequence of 
job operations from start to finish and has described them in 
terms of quantity and cost. Read side by side with the plans 
and specifications it presents a complete view of the job from 
another angle and contains much valuable information that is 
most useful to and should be made use of by the contractor’s 
force. 


In order that it may be of the greatest possible use it should be 
in sufficient detail to show in separate items the various kinds 
and classes of work done by different gangs, and it is best to 
make an analysis of the estimate into two main divisions: 1. 
labor, 2. material, sub-contracts and all items not classed as labor. 
The total of the first division therefore gives the estimated total 
payroll and shows how it is expected that this will be spent upon 
carpenters, masons, laborers, etc. The second division shows in 
detail the quantities of material, sub-contract work, etc., item 
by item. 

Who should see and use this valuable information and work 
to these standards? 

First. The general superintendent. It gives him a standard 
of performance by which he can measure up his job superin- 
tendents and foremen. It tells him more in a few minutes about 
the supply of materials and the sub-contracts than a day’s study- 
ing of the plans would and in general is a big help to him in 
supervising the employment, supply of material, progress, etc. 
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Second. The job superintendent needs to see the estimate 
more than anyone. From it he can see what the firm expects him 
to accomplish in the way of costs and his criticisms of the esti- 
mate should be helpful. With it he can confer with the pur- 
chasing agent of the company and with the local dealers from 
whom he has to buy supplies and without a lot of computation 
on his part he can place the orders for much of his materials. 
From the subdivisions of the analysis he can determine the sort 
of organization that should be placed upon the work, how many 
carpenter foremen, how many carpenters, the size of the labor 
gang, the number of mechanics, etc. He can be sure that by 
reading the estimate it will call to his mind all the work that has 
to be done and no important item is likely to be forgotten until 
toward the end of the job, too late to be worked in economically 
with the rest of the work. 

The estimate shows him the quantities of materials he has 
to receive and he can plan for efficient storage in convenient 
places for them and confer with the purchasing agent and the 
owners of the building in order to arrange how the materials 
should be bought and when and where they should be delivered. 

Third. The purchasing agent. This man does not use the 
labor division of the estimate very much, but the material section 
gives him a list of all the items of which he has the care. From it 
he prepares a more detailed schedule and by taking dates from the 
progress schedule he can prepare for his own use a list showing 
all materials required and the dates required in order that he 
may start in buying intelligently and see that everything is deliv- 
ered on time. He has a valuable check on the bids received, 
which is particularly useful when it happens to be impossible to 
get more than one or two bidders on an item. 

Fourth. The scheduling men also should receive the material 
section of the estimate. They find from it what materials have 
to be scheduled, such as hard pine framing, reinforcement bars, 
sash and other items on which an accurate buying schedule has 
to be prepared. They check their quantities by it. From the 
purchasing agent they receive notice of the dates when these 
schedules are required in order that he may buy them and have 
them delivered at the job in time. 


181 











The Journal of Accountancy 


Fifth. The foremen of brickmason, carpenter, concrete gangs, 
etc., should be told what the estimated costs of their work are 
and shown from week to week how their work compares with 
the estimate. 

The second important feature of a cost accounting system is 
a daily report of the labor costs. These are best prepared on the 
job and on a well run system should be in the job superintendent’s 
hands by 9 o’clock the next morning. 

If each carpenter foreman is told what are the estimated 
costs on the operations he is to do and he is notified every 
day as to whether he is coming inside or overrunning his costs, 
it is sure to have its effect. We frequently plot the principal 
items on a chart graphically which not only the carpenter fore- 
man but the carpenters can see as they check in and out. We 
even draw similar charts for the concrete and steel work on 
occasion and find that the lower laborer takes a cheerful and 
even enthusiastic interest in the vagaries of the wandering line 
that shows the cost of the work he is doing. Where the work 
is large enough to allow of gangs competing on similar work the 
graphic chart is even more valuable. 

We believe that it is well to keep the cost accounts on the 
job instead of in the head office. Costs to be of any use should 
be fresh and not stale. If the superintendent knows at 9 o’clock 
the very next day that concrete cost 20c. a yard more to put in 
than on the preceding day, he can talk it over with his foreman 
while the matter is fresh and investigate and remedy the fault; 
but if the news does not come to him for a week or ten days 
after the work in question is done, it is too late to do anything. 
The daily reports come too often and in too much detail to be 
useful to the general superintendent. He would only be con- 
fused if he attempted to digest them. 

It must not be supposed, however, that a system of daily 
cost reports will relieve the superintendent of any of his respon- 
sibilities. He is usually able to detect inefficient or expensive 
work by his own experience and observation without waiting for 
the costs to tell him. The daily costs do, however, point out an 
occasional high spot that he has missed. They are an unfailing 
barometer of the job. They strengthen his position with his 
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men by backing up his judgment and are a very great help 
especially to younger superintendents. 

The third essential of a cost system that has been mentioned 
is a weekly labor report. This should show in parallel columns 
the estimated and actual quantities, unit costs, total costs and 
saving or overrun. The amount of detail will vary in different 
concerns, but in any case it should be in sufficient detail to give 
an intelligent account of the job operations. This statement 
should be furnished to the heads of the main office of the com- 
pany as well as to the job superintendents, but accompanying it 
a simple summary should go to the heads of the company, the 
main facts being condensed into a few items so that they can 
tell at a glance without a lot of study how each job stands. This 
statement gives a sort of review of the job’s operations to date. 
It should go to the general superintendent and the estimator in 
the head office. The latter particularly needs to know the fluctu- 
ations in costs in order that he may check up his judgment with 
actual facts and learn the costs of any new sort of work. 

The fourth essential feature of a cost system which I have 
mentioned is a monthly report showing in tabular form the esti- 
mated and actual costs and quantities of the materials and 
amounts of sub-contracts and other expenses incurred. It is not 
necessary to have a weekly statement of this nature, because 
differences between estimated and actual costs are not due to the 
good or bad supervision that the job is having, but are due to 
errors of judgment in estimating, unexpected rises or falls in 
the market, lack of information as to local costs, etc. It is, how- 
ever, necessary that at least once a month track should be kept 
of the amounts gained or lost on the estimate. By adding 
together the savings or overruns on the labor and materials the 
contractor can tell every month just how far behind or ahead of 
estimate his job is and can make an intelligent forecast as to 
how much can be saved or will be lost on the remainder of the 
job. Such information is rarely to be found in a contractor’s 
office, but is of great value to him, and in itself is worth almost 
all the time and expense that should be put in on a cost account- 
ing system. 

The statement should of course go to the job superintendent 
and to the general superintendent, who are using the materials, 
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and to the purchasing agent, who spends the money, and to the 
estimator, who finds it a most valuable check on his work, keeping 
him in touch better than anything else could with current prices. 
It is not enough for him to know six months after he has made 
an estimate that he has been wrong on some item. He should 
be kept constantly in touch in this way with the actual cost of 
the work that he is estimating. 

The fifth essential feature is a final summary of the job costs 
made up in the same form as the original estimate, which should 
be filed for future use. A copy should be given to the job super- 
intendent as a record of what he has accomplished and to the 
general superintendent as a permanent reference for him, in 
order that he may have something to go upon in his criticism of 
future jobs. The estimator should have a copy, as it is his chief 
authority for prices he places upon new estimates. 


In the time available it is not possible for me to go into 
detailed methods by which these results can be accomplished. It 
must suffice to say that they can be accomplished without undue 
expense and trouble if the problem is handled in the right way, 
and a proper system of cost accounting will be found of inesti- 
mable value. It cannot be denied, of course, that cost accounting 
on contract work is a difficult problem, especially in case the job 
operations are many miles from the head office. It seems to me 
that if the factory owner finds it profitable to have a cost system 
when he is making a regular product on which his selling price 
is not fixed until he has made the goods and knows what they 
cost, it is of vastly greater importance to the contractor to have 
a cost system, because he fixes his selling price first and finds 
out what the product costs afterwards. He is not even able to 
make it in his own factory under his own eye, but has to ship 
plant out to the owner’s property and make his goods, i.e., the 
building, on the owner’s property and move his plant, which cor- 
responds to his factory, away. Without some system of cost 
reports he cannot keep regular, systematic and proper checks on 
job efficiency and job expense, and unless he can get all his men 
to codperate in an intelligent way in an endeavor to find out 
what things cost and study the causes for the fluctuation, he is 
operating at a great disadvantage. 
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Registration of Accountants 





Some months ago the federal trade commission began to 
manifest an interest in the relationship between business and 
accounting and under the direction of Edward N. Hurley, then 
chairman of the commission, a campaign of education was begun 
with the idea of impressing upon business men generally the need 
of reform in accounting methods. 

Mr. Hurley discovered that only a small proportion of manu- 
facturers knew the exact cost of any production unit and that few 
merchants knew the cost of doing business. He discovered that 
far less than half the business organizations in the country had 
made adequate provision for depreciation. As the result of these 
two conditions it appeared that the American business man had 
been conducting his affairs in a haphazard manner and the entire 
business structure of the nation was in peril. 

Thereupon Mr. Hurley began a consistent and insistent 
attempt to impress upon the public mind the necessity of better 
methods if America intended to hold that portion of the world’s 
trade which seemed at the moment to be hers for the asking. In 
the keen rivalry after the war it was pointed out that only those 
competitors would survive who knew what they were about. 

The efforts of the federal trade commission to encourage a 
larger knowledge of accounting requirements met with hearty 
approval and promises of codperation by public accountants and 
the commission and the American Institute of Accountants have 
worked together in hearty accord. 
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Among the proposals of the commission, however, was a sug- 
gestion that the cause of better business and better accounting 
might be advanced if a system of registration of accountants 
were established by the federal reserve board—and on this point 
the institute felt compelled to differ radically from the opinion 
advanced by the commission. 

The plan of registration was to provide for the recognition of 
all members of the American Institute of Accountants, all certi- 
fied public accountants and in states where no certified public 
accountant law was in existence all persons engaged in practice 
as public accountants. Each registered accountant was to receive 
a number and be entitled to use that number or licence when 
certifying to a balance sheet, provided that in making the audit 
he had followed the procedure approved by the federal reserve 
board. (Later developments of the plan called for an audit 
complying with the instructions contained in a memorandum 
which has been prepared by the institute and now awaits the 
approval of the reserve board.) There was to be no obligation 
upon an accountant to use his registration number, but if he did 
use it he thereby laid himself open to penalty of forfeiture if 
his conduct of investigations prior to giving his certificate fell 
short of the approved programme. 

At first glance it seemed that the plan had good points. It 
appeared to promise a way of exercising control over the whole 
profession and to offer a means of penalizing anyone guilty of 
negligence, ignorance or wilful misrepresentation. It seemed to 
open the gate to governmental recognition of a young profession 
whose attempts to secure its rightful status had not always 
succeeded. 

The American Institute for reasons mentioned below opposed 
the plan of registration, however, and it is gratifying to know 
that the arguments adduced against the idea have led to its post- 
ponement and, we hope, to its permanent abandonment. It is 
only fair to say that members of the federal trade commission 
and the federal reserve board were not unready to listen to the 
views of accountants. 

So many inquiries on the general subject of registration have 
been received by the institute and in the office of this magazine 
that it seemis desirable to explain briefly some of the many reasons 
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why registration would have been a misfortune from the effects 
of which the profession might not have recovered for many years. 


The fundamental weakness of governmental control is exem- 
plified in the lack of success of the C.P.A. movement. It was 
hoped that under state regulation of accountancy the profession 
would obtain general recognition more rapidly than would be 
possible without actual statutory provision; but twenty years’ 
experience of the C.P.A. laws has proven disappointing in many 
respects. Of course there are many C.P.A. laws which are excel- 
lent and many C.P.A. certificates which are an indication of 
ability, but the fact remains that the idea of placing the control of 
a profession in political hands is wrong essentially. It is impossible 
to separate politics from political appointments. The reorgani- 
zation of the national association of accountants last fall was 
carried out with the prime object of overcoming those things 
which registration would involve. 

In the report of the committee which was adopted at the 
convention in September emphasis was laid upon the wide variety 
of C.P.A. laws and the impossibility of counting upon proper 
administration even of the best of them. Standards must be set 
by the profession itself. Suppose, for example, that medicine, 
law or engineering were to be brought under the supervision of 
political appointees—what would become of their professional 
character? No one but an accountant should set the pace for 
other accountants to follow. 

Governmental control has been weighed in the balance and 
found wanting. Why, then, think of perpetuating it by such a 
plan as that of registration? The control which the scheme 
seemed to promise is apparent and would not be actual. Discipline 
would be impossible and faults would be seldom detected. Gov- 
ernmental registration would embrace good and bad. No bars 
would be set up and the inefficient and worse would practise 
under the seal of government approval with a very small chance 
of ever incurring the reprimand of the reserve board. 

The plan of registration offered no means for restricting 
practice by unqualified men. Such restriction can be effected 
only by such an organization as the American Institute of 
Accountants and by requiring examination with subsequent liabil- 
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ity to discipline. It is illogical to expect the proper standard to 
be set up and maintained by any other kind of central power. 

Registration would set a premium upon mediocrity and 
inferiority. How could the banker distinguish, in the absence of 
personal acquaintance with the accountant, between honesty and 
ability and dishonesty and inability? With the seal of approval 
given by the bureau of registration there would be prima facie 
evidence of ability when in reality there might be sheer ignorance, 
if nothing more reprehensible. 


Registration would certainly include all the bad and probably 
only a part of the good. Many of the leading accountants have 
expressed their unwillingness to accept the principle of registra- 
tion. Hence we should be confronted by the anomaly of some 
banks accepting the statements of accountants known to them 
without the government’s approval and the government urging 
the acceptance of names about which the banks might have grave 
doubts. 

Let the standards be set by the institute, which embraces most 
of the accountants actually in practice and will in time embrace 
an even greater percentage of them. The institute is the account- 
ants’ own organization, founded to throw off political influence 
and lack of standardization. Let the government report to the 
institute the faults of its members and punishment will follow 
swiftly and surely. (And here emphasis should be laid upon the 
importance of reporting cases of malpractice and negligence. 
Accountants, government officers and the public generally should 
be ready to lodge complaints in the interest of that higher code 
of ethics to which American business aspires. ) 

In the case of the programme of audit laid down in the memo- 
randum before-mentioned there will be a splendid opportunity 
for testing the integrity and ability of accountants. Most of the 
failures will be unearthed by the accountants themselves, but it 
is incumbent upon governmental agencies to assist. 

At a recent conference in Washington it was asked what 
percentage of so-called accountants in the country would under- 
stand the instructions in the memorandum. The answer was that 
of those who would be eligible under the plan of registration not 
fifty per cent. had sufficient experience to do so. It requires a 
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man of training and experience to follow the instructions and 
the institute is the only national body which subjects its appli- 
cants to an examination that will demonstrate their ability. 

Fortunately the plan of registration is laid on the table for 
the time being, and we trust it will not be lifted, but some expla- 
nation of the matter seemed necessary to the general understand- 
ing of its intrinsic demerits. 
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Epitep sy SeyMour Watton, C.P.A. 
TURNOVER 


Mr. Montgomery has called my attention to the fact that in his second 
edition, in treating of the way to determine the turnover, he says: “The 
calculations are based upon a normal inventory.” 

My apologies are due to him for quoting from the old edition. In 
future I shall take pains to quote from his latest utterances. 

My attention has also been called by Charles H. Wright, of Somer- 
ville, Mass., to the definition given by the bureau of business research of 
Harvard university: “The bureau’s measure of stock-turn is obtained by 
dividing the average inventory into the cost of goods sold, not into the 
sales.” 

Mr. Wright gives an illustration: 

“Average stock $1,000, annual sales, cost, $12,000, turnover 12; net 
profit 2 per cent. of $12,000 or $240, being 24 per cent. on average stock. 

“Average stock $10,000, annual sales, cost, $6,667, turnover 2/3 of 1; 
net profit 10 per cent. of 6,667, or $667, being 6 2/3 per cent. on average 
stock. The smaller rate of profit on the greater turnover shows a larger 
per cent. on the amount invested. 

“Used to compare relative profits and efficiencies.” 

My only objection to either of these definitions, which are virtually 
the same, is the extreme difficulty of ascertaining what the normal or 
average inventory is, unless a cost system is in use or a running inventory 
is carried without such a system. This difficulty was stated as one of the 
reasons why I suggested that working capital might be a better basis 
to use. 

[In the illustration given there is no intimation as to the amount of 
working capital employed in each case, but there is a suggestive statement 
as to the use of turnover, the determination of relative profits. The ques- 
tion naturally arises as to what the profits are to be measured by. The 
natural measure is the amount of capital it is necessary to invest to make 
a certain profit. The profit is made on the capital, not on the inventory, 
The business that makes the greater profit on the same working capital, 
or the same profit on a smaller capital, is of course the better business. 


DrivipENDS OF SUBSIDIARY COMPANIES 


Editor, Students’ Department: 

Sm: If entirely consistent, I should like to ask your advice on the 
following question which came up in our business today. In our business 
we have several companies of which the American is the parent company 
and controls the others. One of the subsidiaries, the Federal, recently 
declared a dividend, of which the American’s portion was $25,000.00, the 
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remainder going to individuals. Owing to various circumstances it was 
thought best not to pay the American’s proportion just now, but to defer 
it for a few weeks until the Federal had received several large amounts due 
from outside parties. The American then made the following entry on 
its books: 


Federal $25,000.00 
To investment a/c— 
dividends $25,000.00 


Dividend declared by Federal Co. 


In making up a statement of assets and liabilities at the end of the 
month, after this entry had been made, there then appears the item 
“investment account—dividend $25,000.00” as a liability, which would cause 
one to think, at first glance, that this was a dividend which American had 
declared and not yet paid, instead of being a dividend due to American 
by Federal. 

It occurs to me that perhaps American should not have made any entry 
at all until the dividend was actually received, but at the same time this 
amount is due by Federal and it would seem that American should have 
some record of it on its books. 

Will you please advise the correct manner in which to handle this? 

Yours truly, 
G. O. B. 


The treatment of the dividend would depend on conditions that you do 
not disclose. If the American held stock in the Federal and was carrying 
that stock as an asset, was it carried at its real value or at an inflated 
price? If the latter, it might be intended to use the dividend as a reduc- 
tion of the carrying value of the stock to something nearer its real value. 
In that case the $25,000 would be not exactly a liability but a reduction 
of an asset. 

Again, if the stock was carried at book value and the Federal dividend 
reduced that book value, the dividend would be composed of two elements 
—a profit to the extent that the dividend was covered by profits made by 
the Federal during the period and a reduction of the investment account 
to the extent that the dividend was taken out of a previous surplus, 
thereby reducing the surplus and consequently the book value of the stock. 

If there is no intention to reduce the carrying value of the Federal 
stock, the dividend is all profit and should be shown with other profits 
in any financial statement. It would not then be in any sense a liability. 
It is perfectly correct to show the Federal as a debtor to the American 
because as soon as a dividend is declared it becomes a direct liability of 
the company declaring it. 

The credit on the books of the American company should not be to 
“investment account, dividend,” which can be taken to mean a reduction of 
the investment in the Federal company. It should be designated as “income 
from investments,” which distinctly classes it as a profit, and not as either 
a liability or a reduction of an asset. 
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Stock Drvipenps 


Editor, Students’ Department: 

Srr: I wish to ask your opinion on a question which came up to me 
in a discussion here today. The question was: In a concern declaring a 
stock dividend, what account is debited with the par value of the shares, 
capital stock, of course, being credited? 

I took the stand that it should be debited to a stock dividend account 
which would be closed into profit and loss at the end of the year’s busi- 


ness. Am I right? 
Very truly yours, 
A. F. C. 


The first entry would be one to record the declaration of the dividend, 
as follows: 


Surplus Xxx 
To stock dividend XxX 
Dividend declared by board of 
directors at their meeting ——~, 


1917, of — % payable in stock of 
this company out of the earn- 
ings accumulated since (date) 


The next entry would record the payment of the dividend, as follows: 


Stock dividend XxX 
To capital stock Xxx 


For shares of stock issued to 
the following stockholders in 
payment of stock dividend de- 
clared by directors. 


The debit offsetting the credit to stock dividend would not be to profit 
and loss. That account takes in only the normal operations of the current 
year. A stock dividend is payable out of accumulated profits of past years, 
which are represented in the surplus. The object of stating the time 
covered by the accumulation of the profits thus distributed is to determine 
whether the dividend received by any individual stockholder was all earned 
since March 1, 1913. If so it is subject to sur-tax. If‘not, only the pro- 
portionate amount is subject to tax. It also determines how much of the 
dividend is to be treated as income and how much of it belongs to the 
corpus, if the stock is owned by an estate in which there is a life-tenant 
and a remainderman. 


CONSOLIDATED CONTROLLING ACCOUNT 


Editor, Students’ Department: 

Srr: What would you suggest for handling a situation such as the 
following: 

A concern has about one hundred thousand names on its accounts 
receivable books, of which approximately forty thousand are active on 
an average each month. 
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This concern keeps these accounts in loose leaf binders of the small 
five by eight inch type, having about forty to fifty binders in active use 
for the active customers. 

These binders are divided by states, one approximately for each state, 
and then each binder is indexed alphabetically for locating the names of 
customers. 

The system is double-entry and controlling accounts are to be used. 


How should the records of original entry be planned so that controlling 
accounts may be kept in the general ledger without having an undue 
amount of controlling accounts, or necessitating original records of such 
large size as to be cumbersome and impracticable? 


Kindly give me your views on such a situation, and if possible suggest 
a workable, practicable plan of handling such a large volume of accounts 
receivable. 
‘ Thanking you for giving this your attention, which will be appreciated, 
am, 
Yours very truly, 


V. E. J. 


This number of customers’ accounts can be handled with one control- 
ling account on the general ledger if the original entries can be kept 
separately for each subdivision. The sales can be easily handled on the 
loose-leaf principle by a system of duplicate invoices, the original going 
to the customer and the duplicate filed in a post binder. Instead of having 
one recapitulation sheet as in a smaller concern, there would have to be 
one for each subsidiary ledger, to which each invoice belonging to that 
ledger would be posted by numbers. The numbers in the post binder 
being consecutive, the omission of an invoice would be detected. If these 
invoices are added for the month, the total sales will be determined. This 
must check with the total of all the recapitulation sheets, proving all the 
figures. Return sales would be handled in exactly the same way, but 
would be posted to the recapitulation sheets after the sales were proved, 
and would be proved in a similar manner. This method allows of as many 
subdivisions of the sales by departments as the number of columns that 
can be put on the recapitulation sheets, if the business is a departmental 
one. 

The treatment of the cash requires what many would consider too 
radical a departure from standard methods. When the mail is opened, 
usually by the secretary, it is sorted by a system of pigeon-holes or other 
convenient receptacles into lots corresponding to the various subsidiary 
ledgers. A list of each lot of remittances is made by a stenographer in 
triplicate, showing in appropriate columns the name and address of cus- 
tomer, the net remittance, the discount taken, the freight deducted, claims 
for breakages and other items, if any, peculiar to the business. The 
original of these is given to the bookkeepers with the letters, to be posted 
to the credit of the customers, the duplicate goes to the cashier or treas- 
urer with the money and the triplicate is retained by the secretary. When 
the bookkeepers have posted from their lists to the customers’ accounts, 
any errors in sorting the names will have been discovered and corrected 
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on their lists and, on their calling attention to them, on the other lists 
also. All the lists are then added and the totals compared for verification. 
The treasurer enters in his cashbook only the totals of the various columns 
of cash, discount, etc., for the day, makes up his deposit for the bank 
and verifies it by the total entered in the cash column. Each person keeps 
his lists under lock and key so that they cannot be tampered with. The 
secretary ascertains the grand total of his lists for the month and compares 
it with the totals shown by the cashbook and with the bank deposits. In 
this way the receipts of cash are absolutely safeguarded and the one who 
keeps the cashbook is relieved of an immense amount of labor, while the 
details of the cash receipts are just as accessible as if they were spread 
at length on several pages of the cashbook daily. 

The keeper of each subsidiary ledger must open an adjustment account 
on his ledger to which he will post the total of the sales for that section 
as a credit and the totals of the return sales, allowances, cash discount 
and the net cash receipts as debits. This will be the opposite of a con- 
trolling account and will balance his ledger. The totals of all balances of 
the adjustment accounts in the subsidiary ledgers must equal the one 
controlling account of customers in the general ledger. If every subsid- 
iary ledger is in balance there can scarcely be a possibility of any dis- 
crepancy with the controlling account. If one should occur, it can be 
located by assembling the various items of the adjustment accounts and 
comparing their totals with the corresponding items in the controlling 
account. 

Of course any correcting entries in the cross-entry journal would have 
to be posted to the proper adjustment account, as well as to the general 
ledger controlling account. 

This system will be found to be a great labor-saving device, and at 
the same time will afford ready access to any desired information. 


RepucinGc CAPITAL STOCK 


Editor, Students’ Department: 


Sm: I am advised by my client to do all in my power to have the 
taxes lowered. The client is a corporation owned and controlled by three 
members who are its directors, officers, etc. They have an outstanding 
capital stock of $480,000 and they desire each to withdraw $100,000 by 
selling their respective shares to that amount back to the corporation. 
This as you will note will decrease the as capital stock. Then 
they expect to deposit the amount withdrawn with the company as a loan, 
and upon it draw 6 per cent. interest. 

Please let me know whether it is legitimate on their part and ethical 
on my part to accede to their request. 

The above mainly refers to city taxes. 

Assuring you that your immediate attention in the above regard will 
be appreciated, I remain, 

Very truly yours, 
A. I. M. 


New York. 
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The question asked in your letter is a legal one, on which this depart- 
ment does not give an authoritative answer, except in a general way. 

There is no doubt that the stockholders can take the action mentioned, 
provided they have the legal right to reduce the capital stock. They 
cannot do it unless the stock is clearly worth par or more, so that there 
is no danger that the interests of creditors will be jeopardized. It must 
be remembered that the stockholders, by lending the money to the com- 
pany, become general creditors, ranking equally with all other creditors. 
This puts the company in a precarious position, as the amount due creditors 
will be very large. The balance sheet will reflect this condition and will 
almost certainly destroy the credit of the company and prevent its borrow- 
ing money or buying goods on credit. It is more than doubtful whether 
the secretary of state will give his consent to action which will place the 
company in such a position. 

In Illinois and some other states the directors who allow the liabili- 
ties of a corporation to exceed its capital stock become personally liable 
for the excess. 


INVENTORY OF Goops IN PRocEss 
Editor, Students’ Department: 


Sm: Treating of the inventory of goods in process, a certain text- 
book says: 


“As in the accounts of most factories, it is not feasible to make a 
close analysis of the partly finished goods, it is necessary to charge the 
manufacturing account with the inventory of the partly finished goods 
at the beginning, and to credit it with the inventory of the same class of 
goods at the end. This will eliminate from the account the total cost of 
the partly finished em. but if there is any considerable difference in 
the inventories of these goods at the beginning and the end, the figures 
for the various elements of the cost of the finished goods will not be 
strictly accurate. That is, if the inventory of partly finished goods, often 
called goods in process, is larger at the end than at the beginning, the 
items of material, labor and factory expense agoueing in the manufactur- 
ing account will include not only the cost of the goods finished during 
the period, but also the cost of the excess of the last inventory of goods 
in process over the first inventory.” 

I have given this paragraph some study, but am unable to see that an 
inaccuracy would exist. Please re-state or illustrate the proposition in 
such a manner as to make it easier to understand. 


Yours very truly, 
H. E. B. 

The paragraph quoted means that, while the cost of the goods made 
is accurately stated, when goods in process inventories are added and 
deducted as lump sums, the elements that make up the manufacturing 
cost—raw material, labor and overhead—are not accurately stated, because 
each of these elements is present in the goods in process, and is thus 
added to and deducted from the total of the other elements, instead of 
the adjustment being made in each class separately, to arrive at the net 
amount of each element. 
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An illustration will help to make this clearer. We will set up first the 
usual statement. 


Goods in process January 1 $15,000 
Raw material, inventory January 1 $20,000 
Purchases 225,000 
245,000 
Inventory December 31 30,000 
Cost raw material 215,000 
Productive labor 115,000 
Factory overhead 40,000 
$385,000 
Less goods in process December 31 60,000 
Cost of goods made . $325,000 


If the goods in process are resolved into their constituent parts there 
will result a different statement of the elements comprising the total cost. 
For convenience, assume that raw material is 3/6, labor 2/6 and overhead 
1/6. The statement would then be: 


Raw material in process Jan’y 1 $7,500 

Consumed as shown above 215,000 

$222,500 

Less in process Dec. 31 30,000 
Cost of raw material ae $195,500 

Labor—in process Jan’y 1 5,000 

Paid in year 115,000 

$120,000 

Less in process Dec. 31 20,000 
Labor cost 100,000 

Factory overhead—in process Jan’y 1 $2,500 

Paid in year 40,000 

$42,500 

Less—in process Dec. 31 10,000 
Overhead cost 32,500 
Total cost of goods made $325,000 


The total cost is the same, but the elements comprising it are entirely 
different. 
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Even if the inventories of goods in process are very nearly the same at 
the beginning and at the end of the year, the first method of ascertaining the 
elements of cost would not be accurate, unless both inventories were com- 
posed of goods in the same stage of completion. Otherwise, one inventory 
might contain goods on which very little labor had as yet been employed, 
while the other might be composed of goods so nearly finished that almost 
the full amount of labor and overhead expense had entered into them. 
In the illustration it has been assumed that the same proportions between 
the elements were common to both inventories, but this is very unlikely 
tc be the case. 

Therefore unless the inventories are both very small in proportion to 
the total cost, the constituent figures may be far from accurate. This 
is one of the most powerful of the arguments in favor of the adoption 
of an adequate cost system. 


STATEMENT TICKLER 


Editor, Students’ Department: 


Sir: We have thirty ledgers. Since our customers do not require a 
monthly statement we make them out according to their due dates, 
the statement clerk going over five ledgers a day and making notations 
of past-due accounts. Another clerk makes out the statements and dictates 
letters for each. After the statements and letters are made out the 
ledgers are gone over again to ascertain whether or not cash payments 
have been made on these accounts. In doing so a great many of these 
letters and statements are destroyed due to the fact that payments were 
made that day. : 

Can you devise a method whereby this going over the ledgers will 
be eliminated and thus ascertain whether or not the accounts for which 
statements are made have been affected? 

In posting our cash to the ledgers we use a cash posting sheet from 
which the clerks post. 

Hoping to be favored with a reply through THE JouRNAL oF ACCOUNT- 
ancy, I am 

Respectfully yours, 
D. L. 


There are several ways of handling your problem. Probably the best 
one is to have an extra copy of each invoice made and file it in some 
convenient way under date of its maturity. I take it for granted that 
your invoices are made on a typewriter. All the invoices due on any day 
would then be together. When an account is paid on or before its due 
date, it is easy to find and take out the invoice covered. After that date 
those remaining will be past due and are the only ones that need be con- 
sidered. This will save the labor of going over the ledger at all, because 
if a remittance is received before the statements are sent out, but after 
they are made, the bookkeeper, not finding the invoices in the file, would 
tell the statement clerk, who would then destroy his statement and letter. 
After the statements are made out and sent the invoices should be filed 
in a past-due file where they can be easily reached and taken out. The 
invoices would be in order of numbers each day, if you number them, 
otherwise they would be in alphabetical order. 
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REcIPpROCAL NUMBERS 
Editor, Students’ Department: : 

Sm: In the January number of THe JournaL or Accountancy there is 
an excellent article entitled Practical Hints. This gives many valuable time- 
saving methods in figuring, some of which I have been accustomed to use. 
On page 70 there is one paragraph devoted to “tabulating multiples of a 
divisor.” It explains a method of saving time when a number of amounts 
are to be divided by the same amount containing several figures. This 
method is very helpful if we confine ourselves strictly to division, but I 
believe there is a quicker way of obtaining the same results by multipli- 
cation—that is, by the use of a reciprocal number. Sprague defines 
reciprocal numbers as two numbers which multiplied together equal 1. 
Therefore to find the reciprocal of a number it is very evident that we 
shall divide 1 by the number and the quotient will be the reciprocal 
desired. In this case we desire the reciprocal of the number representing 
the divisor. Let us take the following problem: 

A certain factory has produced in a given time 396,485 yards of cloth 
and desires the cost per yard of all materials used carried out six 
decimal places. 

Various materials 
$156,428.90 divided by 396,485 — .394539 
29,735.54 ~ - - = etc 
42,854.20 
9,025.18 
1,564.82 
12,481.72 
5,236.90 
etc. 

The above accounts are all to be divided by 396,485, or the same results 
may be obtained by multiplying each amount by the reciprocal of 396,485. 
This is obtained as follows: 

1 divided by 396,485 equals .00000252216, the reciprocal. 

Taking first amount to be divided by 396,485 and multiplying it by the 
reciprocal 252216, 


156428.90 (8) 
252216-+ (9) 


9385734 
1564289 
3128578 
3128578 
7821445 
3128578 


.394538-+- (9) 


For greater accuracy the reciprocal may be found to a greater number 
of places, but for a five or six place answer a six figure reciprocal is just 
as accurate as the result obtained from actual division. 

I believe almost anyone will agree that a given number of amounts 
can be multiplied by the same number much quicker than the same amounts 
could go through the process of division. In other words multiplication 
is a more rapid process than division and, when the same result can be 
obtained, it is the logical method to be employed. 

I sincerely hope this may be of use to others who are not already 
familiar with it, as some of the other practical hints mentioned in the 
article will be of use to me. 








ald Sincerely yours, 
Killingly, Connecticut. Watter P. CumMInNGcs. 
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It is true that using the reciprocal number will often save time, espec- 
ially when the calculations are so numerous that the time given to finding 
the reciprocal is negligible. However, there is no time saved, but the contrary 
if every item must be multiplied by the reciprocal, since each calculation 
requires the time for the mental process of multiplication. To say nothing 
of the mental fatigue, there is danger of error at each step. A decided 
improvement would be to multiply the reciprocal by each amount. It 
would then be possible to save both time and effort by preparing a table 
of the multiples of the reciprocal. This would be of special benefit if the 
multiplication were made on an adding machine, since it would mean no 
more than adding the prepared multiples, each one being moved one point 
to the left of the previous one. If an adding machine is used the saving 
of time by the use of the reciprocal could thus be made very great. 


A better plan than either is to use the division method and to eliminate 
a large part of the labor by not putting down the multiple of the divisor 
and subtracting it to find the remainder each time, but to put down the 
remainder at once. This can easily be done if the multiples of the divisor 
are written on a card so that the particular multiple that is to be deducted 
each time may be placed alongside the amount from which it is to be 
subtracted, and the subtraction made from the card across to the amount, 
only the remainder being set down. The following will illustrate this 
method : 


Multiples of Divisor Dividend Quotient 
1— 396,485 15642890 . 394539 
2— 792,970 3748340 
3—1,189,455 1799750 
4—1,585,940 2138100 
5—1,982,425 1556750 
6—2,378,910 3672950 
7—2,775,395 104585 
8—3,171,880 
9—3,568,365 

Instead of making the subtraction in the ordinary way, 
15642890 
1189455 
374834 


the card of multiples is moved up until the third multiple is on the line 
with the dividend, and the subtraction is made from the card, and only 
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the remainder is put down. The multiple by 9 is then deducted from the 
remainder after the next figure has been brought down, and so on. This 
reduces the labor to the very lowest point. 

It is taken for granted that the person making the calculation can 
subtract horizontally as readily as he can perpendicularly. If not, he 
should at once train himself to do so, as occasions are constantly arising 
when he will find it convenient to know how to do it. 


TREATMENT OF SINKING FUND ON THE Books 


Editor, Students’ Department: 


Sir: I would appreciate very much your opinion as to the proper way 
of handling charges on bonds which were purchased for a sinking fund 
under a provision of the mortgage, which reads as follows: 


“It is hereby further covenanted and agreed by the said railway com- 
pany that it will on the first (1st) day of June, in the year nineteen hun- 
dred and fifteen (1915), and annually in each and every year thereafter 
until the said bonds have been fully paid, set aside out of the earnings 
of the railway company and pay over to the said trustees, a sum not less 
than an amount sufficient to purchase at a price not exceeding one hundred 
and ten (110%) per cent., and interest which may have accrued thereon, 
one (1) per centum of the bonds then outstanding and secured by these 
presents, which sum so paid over shall constitute a sinking fund and shall 
be used for the purchase of the bonds with the coupons attached, secured 
by these presents at the price hereinbefore named, etc., etc. 

“Ali the said bonds purchased by the said trustee, as aforesaid, shall 
at once be registered in the name of the railway company and be held 
by said trustee, as and for a sinking fund, and interest accrued thereon, 
and evidenced by the coupons attached to said bonds, shall continue to 
be paid by the said railway company to the said trustee; and said interest 
so paid shall become a part of the sinking fund and be used in the pur- 
chase of bonds secured by these presents in the same manner as the 
amount set aside by the railway company, and paid over to the trustee 
as aforesaid.” 

The total bonds outstanding at June 1, 1915, were $1,500,000. The 
trustee received on that date $13,500, which represented the market price 
at that time of fifteen bonds. What should the interest be charged to on 
the fifteen bonds in the sinking fund? 

It is my opinion that we should charge against income the net interest 
or interest on bonds in the hands of the public only. In other words, we 
are paying a sum of money which, for convenience, is divided into two 
portions, but both portions are used for reducing indebtedness. It makes 
no difference as far as income account is concerned whether we earned 
the interest paid on the bonds in the sinking fund, borrowed it or sold 
some old equipment and used the proceeds. 

The question was recently raised by the examining accountants as to 
whether or not we were handling the interest correctly. 

I am giving below copy of entries as they were made on the books in 
June (the time mortgage specified that the sinking fund should be provided 
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for), and entries that were made each month thereafter—also entries to 
be made at a later date. Any suggestion that you may kindly offer will, 
I can assure you, be most gratefully received. 


[ Dr. Sinking fund deposits $13,500.00 
Cr. Cash $13,500.00 
For deposit to purchase 1% of 


First mortgage 5% bonds outstanding 


at W. 
Dr. Sinking fund bonds 15,000.00 
Cr. Sinking fund deposits 13,500.00 
Cr. Discount on bonds purchased 1,500.00 
For purchase by trustee of 15 bonds 
for the sinking fund at 90. 


; Since the purchase of the 15 bonds we have been making on the books 
monthly the following entries: 





Dr. Interest on funded debt $6,187.50 
“Interest on accrued sinking fund 
bonds 62.50 





$6,250.00 


For one month’s interest at 5% on 
$1,485,000 in the hands of the public 
and $15,000 held in the sinking fund. 


Dr. Discount on bonds purchased $4.31 


Cr. Amortized bond debt discount 
and expenses $4.31 


For monthly write-off of $1,500 

discount on bonds purchased June 
1, 1916, same to be spread over 29 
years, remaining life of the bonds. 





_ When the interest is due December Ist we propose to make the follow- 
f ing entries: 


| Dr. Accrued interest on bonds $37,500.00 
Cr. Matured coupons $37,500.00 


For transfer of six months’ inter- 
est accrued to December Ist on 
$1,485,000 bonds in the hands of the 
public and $15,000 bonds held in the 
sinking fund. 


| Dr. Trustee al 





“ Sinking fund deposits 75.00 
Cr. Cash 37,500.00 
Cash ay! six months’ interest 
L on $1,500, % bonds as follows: 
Outstanding in the hands of the public _1,485,000.00 
Held in the sinking fund 15,000.00 
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I realize by crediting amortized bond debt discount and expenses 
monthly with $4.31 that we are increasing our net income by that amount, 
and that we are not charging against income interest at 5% on the 15 
bonds held in the sinking fund. . : 

With many thanks in advance for your anticipated advice, I remain, 

L. F. C. 


Lexington, Kentucky. 


A sinking fund must consist of securities set aside for the purpose of 
paying off an obligation maturing in the future. For this purpose the 
amount periodically set aside must be such as will produce the desired 
sum at the required time by its accumulation at compound interest. There- 
fore, whether the fund is invested in the company’s own bonds or in other 
securities, the interest must be added to the fund and reinvested. This 
is piainly stated in the mortgage, as it should be, since it is the very 
essence of a sinking fund. In this case there is a complication because 
the bonds in a fund are bought at a discount, which must be amortized. 

A 5 per cent. bond running 29 years bought at 90 yields almost exactly 
5% per cent. on the purchase price. The amount of discount to be written 
off the first six months would be the difference between 2% per cent. on 
$13,500 and the coupons of 2% per cent. on the $15,000 bonds. 


Effective rate 274 per cent. on $13,500 $388.15 
Actual interest, 2% per cent. on $15,000 375.00 
Amortization of discount for 6 months $13.13 


Or $2.19 per month, as shown below. 
The proceeding would then be as follows: 
When deposit is made, charge trustee in cashbook $31,500.00 


When trustee reports the purchase of $15,000.00 bonds 


Sinking fund bonds $15,000.00 
To discount sinking fund bonds 1,500.00 
Trustee 13,500.00 


Each month an entry would be made: 


Accrued interest sinking fund 62.50 
Discount sinking fund bonds 2.19 
To sinking fund interest $64.69 


When trustee reports the collection of coupons for $375.00 at the end 
of 6 months 


Trustee $375.00 
To accrued interest sinking fund $375.00 
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For the next six months the effective rate of 534 per cent. is calculated 
on an investment of $13,513.13, the carrying value of the bonds, less the 
credit to discount of $1,486.87. For 6 months this would be $388.50, 
making the monthly charge to discount $2.25. 

At the end of the second six months the total of the monthly entries 
would show: 


Accrued interest sinking fund $375.00 
Discount sinking fund bonds 13.50 
To sinking fund interest $388.50 


As the trustee is supposed to invest immediately at 5 per cent. all 
money received by him, the theory is that he collected 2% per cent. on 
the first $375.00 as interest for the second 6 months. If he did so there 
would be an entry 


Trustee $9.37 
To sinking fund interest $9.37 


The accounts would then stand: 


Sinking fund bonds $15,000.00 
Uninvested sinking fund cash 759.37 
Discount on sinking fund bonds $1,473.37 
Sinking fund interest 786.00 
Balanced by credit to cash 13,500.00 


In closing the books, sinking fund interest would be credited to profit 
and loss in the financial section in which bond interest is charged. 

Practically this theoretical method would be too intricate for the 
average business man, since there would be a different calculation for the 
amortization of subsequent discounts. The best practical method would be 
to charge discount on sinking fund bonds and credit sinking fund interest 
with an amount proportionate to the years the bonds had to run, that 
is 1/29 of the amount for the first year, 1/28 of the new balance, including 
the discount on the second purchase, for the second year, and so on. 

As given in the letter, the entry for accrued bond interest does not 
quite reflect the true condition. The interest has accrued on the whole 
$1,500,000 and the entry is simply: 


Interest on funded debt $6,250.00 
To accrued bond interest $6,250.00 


The point is that the whole issue of bonds is still outstanding. The 
bonds in the sinking fund not being canceled, the trustee is an outside 
holder of them and must be treated the same as any other holder. For 
the same reason the entry paying the coupons is wrong. The whole 
interest due must be deposited with the fiscal agent and an entry made 
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in the cashbook charging bond interest $37,500.00. The trustee for the 
sinking fund collects his coupons in the same way that any other holder 
does. 

The transactions with the sinking fund must be kept as entirely 
separate as if the company were buying the 5 per cent. bonds of some 
railroad, instead of its own bonds. 


Reat Estate SupBpivIsIons 


The following problem was given in the December, 1916, C.P.A. 
examination in Illinois: 


J. C. Thompson conducts a general real estate business, but specializes 
in opening up new subdivisions. He agreed with M. C. Roberts that, if 
Roberts would furnish the capital necessary to buy and develop the Happy 
Home subdivision, he, Thompson, would undertake to sell it for their 
joint account. Thompson was to receive no salary for selling the property 
and keeping the books, but all other selling expenses were to be charged 
as expense. No allowance is to be made for interest on partners’ balances, 
but all other expenses are to be charged and the profits divided equally. 

On February 1, 1916, they purchased the 20 acres comprising the 
subdivision at $3,000.00 per acre, paid one-half in cash from Roberts’ 
funds and gave a 6 per cent. mortgage for the balance. By the terms of 
the mortgage any part of the property could be released from the mort- 
gage at any time by paying the pro-rata amount. 

In February and March the property was improved by grading, etc., 
at a cost of $10,000, which was also paid from funds supplied by Roberts. 

The property was subdivided into 160 lots of equal size, 80 of which 
were listed to sell at $900.00 and the balance at $600.00. 

The $900.00 lots were sold, 45 in May and 23 in June and 12 were still 
unsold at June 30. The $600.00 lots were sold, 29 in May and 35 in June, 
leaving a balance of 16 still unsold at June 30. All the lots were sold for 
one-half cash, and the mortgages for the balance were immediately sold 
to banks at par without endorsement or guarantee. In each case the lots 
were released from the purchase money mortgage by payment of the pro- 
rata amount. The releases were obtained and the payments made on the 
last of the month in which the sale was made. 

The expenses of advertising and selling, amounting to $11,000.00, were 
paid by Thompson from the proceeds of the sales, which he had deposited 
in his own account when they were received. He also made the payments 
on the mortgage. 

Prepare a statement showing the respective interests of the two partners 
and also a statement showing the profits to June 30, 1916. 


Solution 
Happy Home subdivision—joint venture account 
1916 1916 
Feb. 1 May sales: 
20 acres at $3,000 60,000.00 45 lots at $900 40,500.00 
Feb. and Mar. 29 lots at $600 17,400.00 
Grading 10,000.00 June sales: 
May 31 23 lots at $900 20,700.00 
Mtg. int. on releases 289.50 35 lots at $600 21,000.00 
June 30 
Mtg. int. on releases 260.62 June 30 inventory: 
? Selling expenses 11,000.00 12 lots at $525 6,300.00 
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June 30 16 lots at $350 
Accrued int., $5,100 
for 5 months 127.50 
June 30 
Net profit 
J. C. Thompson 
(%) 14,911.19 
M. C. Roberts 
(4%) 14,911.19 


111,500.00 
July 1 
Inventory 
12 lots at $525 6,300.00 
16 lots at $350 5,600.00 
Cash 
1916 1916 
May May 31 
Cash proceeds lot sales Mtge. releases 
45 lots at $900 Int. on releases 
Y% cash 20,250.00 June 30 
Proceeds of mtges. 20,250.00 Mtge. releases 
29 lots at $600 Int. on releases 
Y% cash 8,700.00 ? Selling expenses 
Proceeds of mtges. 8,700.00 June 30 
June Balance 
Cash proceeds lot sales 
23 lots at $900 
4 cash 10,350.00 
Proceeds of mtges. 10,350.00 
35 lots at $600 
¥Y% cash 10,500.00 
Proceeds of mtges. 10,500.00 
99,600.00 
July 1 
Balance 63,149.88 
Mortgages receivable 
1916 1916 
May May 
Proceeds of sales Proceeds of mtge. 
45 lots at $900 Proceeds of mtge. 
Y% mtge. 20,250.00 June 
29 lots at $600 Proceeds of mtge. 
Y% mtge. 8,700.00 Proceeds of mtge. 
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5,600.00 


111,500.00 


14,475.00 
289.50 


10,425.00 
260.62 
11,000.00 


63,149.88 


99,600.00 


20,250.00 
8,700.00 


10,350.00 
10,500.00 
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June 
Proceeds of sales 
23 lots at $900 
YZ mtge. 
35 lots at $600 
4 mtge. 


1916 
June 30 
Balance 


10,350.00 


10,500.00 


49,800.00 


M. C. Roberts 


1916 


Feb. 1 


54,911.19 


Cash 


Feb. and Mar. 


Cash 


June 30 


54,911.19 July 1 


Net profit (%) 


Balance 


J. C. Thompson 


1916 


June 30 


Net profit (%) 


Six per cent. mortgage payable 


1916 
May 31 
Releases 
45 lots at $225 
29 lots at $150 
June 30 
Releases 
23 lots at $225 
35 lots at $150 
June 30 
Balance 
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1916 
Feb. 1 
Y% cost 20 acres 
10,125.00 
4,350.00 
5,175.00 
5,250.00 
5,100.00 
30,000.00 
July 1 
Balance 


49,800.00 


30,000.00 
10,000.00 


14,911.19 


54,911.19 


54,911.19 


14,911.19 


30,000.00 


30,000.00 


5,100.00 
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Accrued interest 


1916 
June 30 
Int. on $5,100 for 
5 months at 6% 127.50 


While the joint venture account would serve as “a statement showing 
profits,” the following is also given: 


J. C. Thompson and M. C. Roberts 
Happy Home subdivision 
Profit and loss statement 

February 1, 1916, to June 30, 1916 





Sales $900 Lots $600 Lots Total 
68 lots at $900 61,200.00 
64 lots at $600 38,400.00 99,600.00 
Deduct: 
Cost of lots sold 
68 lots at $525 35,700.00 
64 lots at $350 22,400.00 58,100.00 
Gross profit on sales 25,500.00 16,000.00 41,500.00 
—_—— SI i 
Deduct: 
Selling expense 11,000.00 
Net profit on sales 30,500.00 
Deduct: 


Mortgage interest 
Paid on releases 
May releases 289.50 
June releases 260.62 550.12 


Accrued on balance: 





$5,100 at 6% for 5 months 127.50 677.62 
Net profit 29,822.38 
J. C. Thompson (34) 14,911.19 
M. C. Roberts (4) 14,911.19 
29,822.38 
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J. C. Thompson and M. C. Roberts 


Happy Home subdivision 
Balance sheet 


June 30, 1916 
Assets Liabilities 
Subdivision lots: M. C. Roberts 54,911.19 
12 lots at $525 6,300 J. C. Thompson 14,911.19 
16 lots at $350 5,600 11,900.00 Mortgage payable 6% 5,100.00 
we Accrued interest 127.50 
Cash (in hands of 
Thompson) 63,149.88 
75,049.88 75,049.88 
Comments 


The pro-rata amounts payable under the mortgage are computed as 
follows: 
Since 80 of the lots are listed to sell at $900, 


they are expected to produce $900 « 80 = 72,000.00 3-5 
And 80 of the lots are listed to sell at $600, 
they are expected to produce $600 « 80 = 48,000.00 2-5 


Total, 120,000.00 5-5 


=r 


Assuming that the lots are of the same relative value for security, 
the 80 $900 lots are security for three-fifths of 30,000.00 — $18,000.00 
the 80 $600 lots are security for two-fifths of 30,000.00 — $12,000.00 


Then each $900 lot is released by paying one-eightieth of $18,000.00 
and each $600 lot is released by paying one-eightieth of $12,000.00 
= $150.00 


Usually the terms of the mortgage would require the payment of more 
than the pro-rata amount on the first lots released, in order to safeguard 
the mortgage-holders against the possibility of being left with the least 
desirable lots as security for the last amount due. 


The inventory is computed as follows: 


Cost of land, $60,000.00 


Grading, etc., 10,000.00 
Total, 70,000.00 
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Class Fraction Value Value Number Value 
of lots Number of total of total per lot unsold unsold 
$900 80 3-5 42,000 525 12 6,300 
$600 80 2-5 28,000 350 16 5,600 


ee ed — _ —————— 


Total, 160 5-5 70,000 wi 28 11,900 








Thompson had no right to deposit the cash in his own account. It 
was a trust fund, and as such should have been kept entirely separate 
from his own money. 














Income Tax Department 
Epitep By Joun B. Niven, C. P. A. 


The following rulings by the treasury department dealing with ques- 
tions affecting the federal income tax and federal capital stock tax have 
been issued : 


I. Income Tax 


T. D. 2433 states to what extent and under what conditions the pro- 
vision of the law of September 8, 1916, that a corporation might make its 
return upon the basis on which its books are kept, may become operative. 
The ruling approves of corporations, which accrue on their books monthly 
or at other stated periods amounts sufficient to meet fixed annual or other 
charges, deducting such amounts from their gross income. It also ap- 
proves of corporations which set up and maintain reserves to meet liabili- 
ties, the amount of which and the date of payment or maturity of which 
is not definitely determinable at the time the liability is incurred, deducting 
from their gross income the amounts credited to such reserve each year. 
It will be observed that the ruling does not contemplate that in the latter 
case there will be included reserves to meet losses from bad debts. If the 
law is to be administered in strict accordance with the meaning which this 
ruling bears on its face as to bad debts, there are very few corporations 
which will be able to make their returns upon the basis upon which their 
accounts are kept, and the provision of the law will be inoperative. 
When is a customer’s account of a commercial concern definitely de- 
termined to be a loss as the result of a closed or completed transaction? 
In the vast majority of cases it never is so determined ; and, while it may 
not be collectible at the moment, the hope always remains that circum- 
stances may arise which will permit of the collection of the amount due. 
In such circumstances, nevertheless, it would be prudent, and is the practice, 
to consider the amount a bad debt of the year and create a reserve to 
offset it. It seems that in the opinion of the treasury department this 
method does not clearly reflect the corporation’s income and therefore is 
not to be used in arriving at net income for income tax purposes. To the 
ordinary person the exact contrary seems to be the case. These items must 
be taken into account before the true income can be ascertained. The 
department should modify the ruling in this respect. 


T. D. 2436 gives the decision of the United States supreme court upon 
four very important questions under the corporation tax law and inci- 
dentally to some extent under the income tax law. The case arises through 
three corporations seeking to recover certain assessments under the cor- 
poration tax law paid by them under protest. The three corporations were 
the owners of varying interests in a large tract of land in Minnesota, the 
mineral rights in which had been leased out, and the activities of the cor- 
porations consisted principally of collecting the revenues and distributing 
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them among the stockholders. The four questions presented for the con- 
sideration of the court and upon which it gives an exhaustive discussion 
were as follows: 

1. Are the respondents corporations organized for profit? 

2. Were the respondents carrying on or doing business during the 
years 1909, 1910 and 1911? 

3. Were the moneys received by the respondents during these years in 
payment for iron ore, under the contracts covering the mineral lands, gross 
income or did they represent, in whole or in part, the conversion of the 
investment of the corporation from ore into money? 

4. If such moneys were gross income, are the respondents entitled to 
make any deduction therefrom on account of the depletion of their capital 
investment ? 

In the first three questions the court decided in the affirmative and in 
the last, dealing with a charge for depletion of ores, in the negative, on 
the theory that this was not “depreciation,” pointing out, however, that 
while depletion of this nature was not contemplated under the law of 1909, 
it was specifically provided for in the laws of 1913 and 1916. 

T. D. 2441 is the report of a case in a United States district court 
wherein it was decided that interest paid by a corporation to a third 
person on the unpaid balance of the purchase price of securities bought 
by it for a customer was to be considered as interest paid on its own 
bonded or other indebtedness and was not to be used as a deduction from 
the interest received from the customer with the net amount only shown 
as part of the gross income. The matter was of moment to the corpora- 
ticn in this case because it had already paid out the maximum amount 
of interest which is allowable as a deduction under the law. 

T. D. 2442 provides that the owner of land who leases it under an 
obligation on the tenant to erect a building or to expend a certain fixed 
sum in making improvements is liable, at the termination of the lease, to 
pay income tax on the gain in value of his realty which is the difference 
between the cost of the building or improvement and a reasonable de- 
preciation charge for exhaustion and tear and wear of the property. On 
the other hand, the tenant is entitled to pro-rate the cost over the lease 
term and deduct it as an expense. 

II. Caprrat Stock Tax. 

T. D. 2418 is a citation of decisions of the supreme court regarding 
various points arising under the corporation tax act of 1909 and is issued 
by the department with the explanation that the law imposing the capital 
stock tax (which it calls the special excise tax) is similar in some respects 
to the corporation tax act of 1909 and the court decision rendered under 
that act would apply to the present law. 

T. D. 2423 gives some specific rulings made by the department in answer 
to questions arising under the special excise tax. 

T. D. 2424 states that corporations in receivers’ hands are not subject 


to the special excise tax. 
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T. D. 2426 indicates an equitable method of arriving at the. indi- 
vidual fair value of stocks of two companies that have a definite com- 
bined market value but no separate value. The value may be ascertained 
by apportionment of this market value on the basis of the capital stock 
surplus and undivided profits of each corporation for the fiscal year. 


T. D. 2429 states that holding companies are to be subject to the 
special excise tax. It will be noticed that reference is made to the case 
of Baumbach, Collector, vs. Sargent Land Co. et. al., which was then pend- 
ing in the supreme court but the decision in which is given this month in 
the income tax section as T. D. 2436. 


I. Treasury Dectsions on INCOME TAX. 
(T. D. 2433, January 8, 1917.) 


Corporation income tax. 


Corporations keeping books in accordance with standard systems of ac- 
counting or in conformity with the requirements of some federal, state. 
or municipal authority having supervision over such corporations, may 
make their returns on the basis on which their books are kept, provided 
the books so kept and the returns so made reflect the true net income 
of the corporations for each year. 

Subparagraph (d) of section 13 of title I of the act of September 8, 
1916, provides that— 

A corporation, joint stock company or association, or insurance com 
pany, keeping accounts upon any basis other than that of actual receipts 
and disbursements, unless such other basis does not clearly reflect its in- 
come, may, subject to regulations made by the commissioner of internal 
revenue with the approval of the secretary of the treasury, make its returns 
upon the basis upon which its accounts are kept, in which case the tax shal! 
be computed upon its income as so returned. 

Under this provision it will be permissible for corporations which accrue 
on their books monthly or at other stated periods amounts sufficient to 
meet fixed annual or other charges to deduct from their gross income the 
amounts so accrued provided such accruals approximate as nearly as 
possible the actual liabilities for which the accruals are made, and pro- 
vided that in cases wherein deductions are made on the accrual basis as 
hereinbefore indicated income from fixed and determinable sources accru- 
ing to the corporations must be returned, for the purpose of the tax, on 
the same basis. 

In cases wherein, pursuant to the consistent practice of accounting of 
the corporation, or pursuant to the requirements of some federal, state, or 
municipal supervising authority, corporations set up and maintain reserves 
to meet liabilities, the amount of which and the date of payment or 
maturity of which is not definitely determined or determinable at the time 
the liability is incurred, it will be permissible for the corporations to 
deduct from their gross income the amounts credited to such reserves each 
year, provided that the amounts deductible on account of the reserves 
shall approximate as nearly as can be determined the actual amounts which 
experience has demonstrated would be necessary to discharge the liabilities 
incurred during the year and for the payment of which additions to the 
reserves were made; and provided if it shall be found that the amount 
credited to any such reserve is in excess of the reasonable or probable 
needs of the corporation to meet and discharge the liabilities for which 
the reserve is credited, the excess of such reserve over and above the 
reasonable or probable needs for the purpose indicated shall be at once dis- 
allowed as a deduction and restored to income for the purpose of the tax; 
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and provided further, that in no event will sinking funds or other reserves 
set up to meet additions, betterments, or other capital obligations con- 
stitute allowable deductions from gross income. 

This ruling contemplates that the income and authorized deductions 
shall be computed and accounted for on the same basis and that the same 
practice shall be consistently followed year after year. Amounts paid 
in discharge of any liability or obligation for which a reserve has ave 
set up, as hereinbefore outlined, will, when paid, be charged to the reserve 
created to meet it in so far as such reserve is sufficient to meet the liability, 
provided always that the liability is of a character which constitutes an 
allowable deduction within the meaning of the law. 

If upon investigation it shall be found that returns made upon the basis 
of accruals and reserves do not reflect the true net income, the corporation 
so failing in this way to return the true net income will not thereafter be 
permitted to make its returns upon any basis other than that of actual 
receipts and disbursements. 

The reserves contemplated by the foregoing ruling are those reserves 
only which are set up to meet some actual liability incurred, the amount 
necessary to discharge which cannot at the time be definitely determined, 
and do not contemplate reserves to meet losses contingent upon shrinkage 
in values, losses from bad debts, capital investments, etc., which losses are 
deductible only when definitely determined as the result of a closed or 
completed transaction and are charged off. 


(T. D. 2436, January 19, 1917.) 


Corporation excise tax—Act of Aug. 5, 1909—Decision of United States 
Supreme Court. 
1. Dornc BusIngss. 

The definite of the term “doing business” which has been judicially 
approved is that which occupies the time, attention, and labor of men 
for the purpose of a livelihood or profit. A fair test to be derived 
from consideration of the supreme court decision is that a corpoga- 
tion which has reduced its activities to the owning and holding of prop- 
perty and the disposition of #ts avails and doing only the acts neces- 
sary to continue that status is not “doing business,” and one which 
is still active and maintaining its organization for the purpose of con- 
tinued efforts for profit and gain and such activities as are essential to 
those purposes is regarded as “doing business.” The activities of the 
corporation in question constituted doing of and engaging in business 
under the decision of the court. The corporation-tax act required no 
particular amount of business in order to bring a company within its 
terms. 

2. MintnG LEASEs. 

The theory that the leases were mere conveyances of the ore in 

place is not sustained. 
3. INCOME. 

Moneys received by the corporation in payment for iron ore under 
the contracts made as so-called royalties amount to income so as to 
bring such payments within the scope of the corporation-tax act. 


4. DEPRECIATION. 

No allowance should be made for depreciation on account of the 
depletion of the property by removing the ores from the mines in ques- 
tion. Congress used the expression “depreciation of pr in its 
ordinary and usual sense as understood by business men. e value of 
the mine is lessened from the partial exhaustion of the property, but 
such exhaustion of the body of the ore cannot be deemed depreciation 
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5. CAPITAL ASSETS. 

The question of allowance because of sales of stumpage, lots, and 
lands belonging to the company as an exhaustion of its capital assets | 
is not involved in this decision. 

6. REVERSAL OF THE JUDGMENTS IN THE Lower Court. 

The decisions of the United States district court (207 Fed., 423) 
and the circuit court of appeals (219 Fed., 31) reversed and cases re- 
manded to the district court for further proceedings upon claim of 
right to deduct the value of the lands, lots, and stumpage sold from 
the assessments made, if any is sought. 

The appended decision of the supreme court of the United States in 
the cases of Fred Von Baumbach, collector of internal revenue, petitioner, 
vs. Sargent Land Co., Same vs. Sutton Land Co., and Same vs. Kearsarge 
Land Co., is published for the information of internal revenue officers and 
others concerned. 











SuPREME CourT OF THE UNITED STATES. , 
Nos. 286, 287, and 288—Ocroser Term, 1916. 


Fred Von Baumbach, collector of internal revenue, petitioner, vs. Sargent 
Land Co., Same vs. Sutton Land Co., and Same vs. Kearsarge Land €, 0 


Writs of certiorari to the United States circuit court of appeals for the 
Eighth Circuit. 
[January 15, 1917.] 


Mr. Justice Day delivered the opinion of the court: 

These three cases were argued and submitted together and involve 
practically the same facts. Suits were brought by the corporations named 
in the United States district court for the district of Minnesota against the 
collector of internal revenue to recover certain taxes paid under protest, 
assessed under the corporation-tax law of 1909 (36 Stat., 11, 112) for the 
years 1909, 1910, and 1911. The judgments in the district court were for 
the respondents (207 Fed., 423), which judgments were affirmed in the 
circuit court of appeals (219 Fed., 31). 

In 1890, John S. Pillsbury, George A. Pillsbury, and Charles A. Pills- 
bury, doing business together as John S. Pillsbury & Co., were the owners 
of large tracts of lands in northern Minnesota, which had been acquired 
for the timber and from which the timber had been cut, being valuable 
after such severance of the timber for the mineral deposits contained 
therein. In the year named the Pillsburys entered into an arrangement 
with John M. Longyear and Russell M. Bennett authorizing the latter two 
to explore the lands for iron deposits. In 1892 Longyear and Bennett 
having discovered valuable deposits of iron ore a haif interest in some- 
thing over 10,000 acres of the lands was conveyed to them, the lands 
thereafter rm owned by the ogg F (John, George, and Charles), 
each an undivided sixth, and John M. Longyear and Russell M. Bennett 
each an undivided fourth. In the year 1901 the Pillsburys having died, 
these corporations were formed under the laws of Minnesota. In 1906 
the ownership of these leased lands was vested in the three corporations 
named as respondents in the proceedings. As originally organized, the 
nature of the business was stated to be “the buying, owning, exploring and 
developing, leasing, improving, selling, and dealing in lands, tenements 
and hereditaments, and the doing of all things incidental to the things 
above specified.” In December, 1909, the articles of incorporation were 
amended to read as follows: 

The general purpose of the corporation is to unite in one ownership 
the undivided fractional interests of its various stockholders in lands, 
tenements and hereditaments, and to own such property, and, for the 
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convenience of its stockholders, to receive and distribute to them the pro- 
ceeds of any disposition of such property, at such times, in such amounts, 
and in such manner as the board of directors may determine. 

All of the mining leases hereinafter mentioned, with the exception of 
a contract with the Van Buren Mining Co., were executed before the 
organization of the corporations. Each of these instruments provided 
that the owners of the property demised to the lessees, exclusively, all the 
lands covered by the descriptions for the purpose of exploring for, mining, 
and removing the merchantable iron ore which might be found therein for 
and during the period named, usually 50 years. The lessees were given 
exclusive tight to occupy and control the demised premises and to erect 
all necessary buildings, structures, and improvements thereon. Right was 
reserved to the lessors to enter for the purpose of measuring the amount 
of ore mined and removed and making observations of the operations 
in the mines. The lessees agreed to pay, in most cases, 25 cents ton 
for all ore mined and removed, and to make such payments for 
ore mined and shipped during the preceding moath. The lessees agreed 
to mine and ship a specified quantity of ore in each year, and, in default 
of this, to pay the lessors for the minimum amount specified, and take 
credit therefor and apply such sums upon ore mined and shipped there- 
after in excess of such minimum. The lessees were to pay the taxes and 
to keep the property free from encumbrances and liens. Right was re- 
served to terminate the contract upon the failure of the lessees to comply 
with the terms thereof. 

The form of the leases is shown in exhibits 15 and 16, which were not 
in the printed record owing to their length, but copies of which, pursuant 
to stipulation, have been sent to this court. An examination of exhibit 16 
shows that the lessees had the right to terminate and surrender the lease 
by giving the lessors, or those having their estate in the premises, 60 days’ 
written notice, and executing sufficient conveyances releasing all interest 
and right of the lessees in the premises with any improvements thereon, 
and surrendering the same in good order and condition, etc., and that 
thereupon all liability of the lessees to taxes subsequently assessed on the 
demised premises or for rent thereof thereafter to accrue, or royalty on 
ores therefrom except on account of ores removed, should cease and deter- 
mine; the lessees to be liable for all ores removed from the premises not 
theretofore paid for, and to pay for the premises rent or royalty for the 
year in which termination should be e, or the portion thereof which 
should have expired, at the rate of $12,500 per annum. 

Since their organization the corporations have disposed of certain lands 
and have also disposed of the stum on some timber lands. Certain 
parcels were rented and leased, and py a was allowed to use part of the 
land for schoolhouse purposes, as well as another part for a public park. 

To insure proper carrying on of the mining operations, the companies 
employed another corporation, engaged in nc om | and inspection of 
ore properties, to provide supervision and inspection of the work upon the 
respondents’ properties, for which the inspecting company was paid from 
month to month, as statements were rendered. 

The companies were assessed upon their gross income, being the entire 
receipts of the companies from royalties on the leases collected in the 
years 1909, 1910, and 1911, and some sums received from the sales of 
lots, lands, and stumpage, from which expenses and taxes were deducted, 
but no deduction was made upon account of the depletion of the ore in 
the properties, or on account of such sales. 

The brief for the respondents states that these cases present for con- 
sideration four questions, which are: é 

(1) Are the respondents corporations organized for profit? 

(2) Were the respondents carrying on or doing business during the 
years 1909, 1910, 1911. 
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(3) Were moneys received by the respondents during those years in 
payment for iron ore, under the contracts covering their mineral lands, 
gross income, or did they represent, in whole or in part, the conversion 
of the investment of the corporations from ore into money? 

(4) If such moneys were gross income, are the respondents entitled 
to make any deduction therefrom on account of the depletion of their 
capital investment ? 


As to the first question, whether these corporations were organized 
for profit, there can be no difficulty. They certainly do not come within 
the exceptional character of charitable or eleemosynary organizations ex- 
cepted from the operation of the act. We need not dwell upon the obvious 
purpose of these corporations, organized under the provisions of the 
Minnesota statute concerning companies organized for profit, to pursue 
gain and to profit because of their operations. 

As to the second question, Were the respondents carrying on business 
within the meaning of the corporation-tax act? This question was dealt 
with by this court in the first of the corporation-tax cases, Flint vs. Stone 
Tracy Company (220 U.S., 107). As the tax was there held to be assessed 
upon the privilege of doing business in a corporate capacity, it became 
necessary to inquire what it was to do business, and this court adopted 
with approval the definition, judicially approved in other cases, which 
included within the comprehensive term “business” “that which occupies 
or attention, and labor of men for the purpose of a livelihood or 
profit.” 

In that case a number of realty and mining companies were dealt with, 
and the Park Realty Co., organized to deal in real estate, and engaged at 
the time in the management and leasing of a certain hotel, was held to 
be engaged in business. It was also held that the Clark Iron Co., organized 
under the laws of Minnesota, and owning and leasing ore lands for the 
purpose of carrying on mining operations and receiving a royalty depend- 
ing upon the quantity of ore mined, was engaged in business. 

At the same time, and decided with the main corporation tax case, this 
court held in the case of Zonne vs. Minneapolis Syndicate (220 U. S., 187) 
that a corporation which owned a piece of real estate which had been 
leased for 130 years, at an annual rental of $61,000, and which had amended 
its articles of incorporation so as to limit its purposes to holding the title 
to the property mentioned, and, for the convenience of its stockholders, to 
receiving and distributing from time to time the rentals that accrued under 
the lease and the proceeds of any disposition of the land, was not engaged 
in doing business within the meaning of the act, by reason of the fact that 
the corporation had practically gone out of business and had disqualified 
itself from any activity in respect thereto. 

The act next came before this court in the case of McCoach, collector, 
vs. Minehill Railway Co. (228 U. S., 295), in which it was held, dis- 
tinguishing the case of the Park Realty Co., supra, and applying the case 
of Zonne vs. Minneapolis Syndicate, supra, to the facts before the court, 
that a corporation which had leased all its property to another, and was 
doing only what was necessary to receive and distribute the income there- 
from among stockholders, was not doing business within the meaning of 
the act. 

In United States vs. Emery (237 U. S., 28) this court held that a 
corporation which merely kept up its organization, distributing rent received 
from a single lessee, was not doing business within the meaning of the act. 

It is evident, from what this court has said in dealing with the former 
cases, that the decision in each instance must depend upon the particular 
facts before the court. 

The fair test to be derived from a consideration of all of them is 
between a corporation which has reduced its activities to the owning and 
holding of property and the distribution of its avails, and doing only the 
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acts necessary to continue that status, and one which is still active and is 
maintaining its organization for the purpose of continued efforts in the 
pursuit of profit and gain and such activities as are essential to those 
purposes. 

From the facts clearly established in these cases, we think these cor- 
porations were doing business, within the meaning of the act. They were 
organized for the purposes stated, and their activities included something 
more than the mere holding of property and the distribution of the receipts 
thereof. As was found by the district court, the evidence shows that these 
three companies sold, during each of the years named, quantities of real 
estate, and the same were not small. They sold stumpage from some of 
the properties which had been burned over, leased certain properties in the 
village of Hibbing, and granted leases to squatters. One of the companies 
made explorations and incurred expenses in the matter of test pits. They 
employed another company to see that the mining operations were properly 
carried on, and that the lessees lived up to the engagements of their con- 
tracts. “All these things indicate,” said the learned district judge, “the 
doing of and engaging in business. It [the corporation] was doing the 
business of handling a large property, selling lots, and seeing that the 
lessees lived up to their contracts. If that is not engaging in business, 
I do not know what is.” We agree that it certainly was doing business, 
and, as the corporation-tax act requires no particular amount of business 
in order to bring a company within its terms, we think these activities 
brought the corporations in question within that line of decisions in this 
court which have held such corporations were doing business in a corporate 
capacity within the meaning of the law. 

Next, is it true, as contended by the government, that the payments for 
ore mined, under the contracts covering the mineral lands, are income 
within the meaning of the act, or do they represent the conversion of the 
investment of the corporations from ore into money? 

The nature of these mining leases has been the subject of some differ- 
ence of opinion in the courts. The circuit court of appeals in this case took 
the view announced in some of the earlier cases, notably in Pennsylvani. 
that the leases were such in name only, and were in fact conveyances o 
the ore in place as part of the realty, and that the so-called royalties 
merely represented payments for so much of the land and were in no 
just sense income, but mere conversions of the capital. 

These lands are situated in Minnesota, and this character of lease has 
long been familiar in that state, as a means of securing the developing and 
operation of mining properties. Some years before the passage of the 
corporation-tax act, the supreme court of Minnesota had dealt with the 
character of such instruments. In the case of State vs. Evans (99 Minn., 
mt court, after a review of the English and American cases, said 

p. : 

The propriety of a lease for the purpose of developing and working 
mines is recognized by all of the cases, and the rule established by the great 
weight of authority that such leases do not constitute a sale of any part of 
the land, and, further, that iron or other materials derived from the usual 
operation of open mines or quarries, constitute the rents and profits of the 
land, and belong to the tenant for life or years, and to the mortgagor after 
sale on foreclosure, and before the expiration of the time for redemption. 
The rule, however, has no application to unopened mines in the absence of 
a contract, express or implied, for opening and leasing them. 

The same doctrine was held in Boeing vs. Owsley (122 Minn., 190), and 
in the late case of State vs. Royal Mineral Association (156 Northwestern 
Reporter, 128), in which the decision of the circuit court of appeals in this 
case, that such leases were merely conveyances of the ore in place, was 
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brought to the attention of the court, and that conclusion expressly denied, 
the supreme court of Minnesota saying: 

We adhere to the doctrine of the Evans and Boeing cases, and hold 
these instruments leases. It follows logically that the amounts stipulated 
to be paid by the lessees are rents, and they were expressly held by this 
court to be rents in the Boeing case, supra, a case which involved a con- 
struction of the very leases now before the court. They are “the com- 
pensation which the occupier pays the landiord for that species of occupa- 
tion which the contract between them allows.” Lord Dennison, in Queen 
vs. Westbrook (10 Q. B., 178, 205). 

These conclusions of the supreme court of Minnesota are not only made 
concerning contracts in that state, such as are here involved, but are sup- 
ported by many authorities.* Ordinarily, and as between private parties, 
there is no question of the duty of the federal court to follow these 
decisions of the Minnesota supreme court as a rule of real property long 
established by state decisions. Kuhn vs. Fairmont Coal Co. (215 U. S., 349, 
360). Whether in considering this federal statute we should be con- 
strained to follow the established law of the state, as is contended by the 
government, we do not need to determine. The decisive question in this 
case is whether the payments made as so-called royalties amount to income, 
so as to bring such payments within the scope of the corporation-tax act 
of 1909. The prior decisions of this court in Stratton’s Independence vs. 
Howbert (231 U. S., 399) and Stanton vs. Baltic Mining Co. (240 U. S., 
103), in which the Stratton case was followed and approved, are decisive 
of this question. In the Stratton case certain questions were certified to 
this court from the circuit court of appeals for the eighth circuit. The 
case was tried upon an agreed statement of facts, from which it appeared—- 

As to the year 1909, that the company extracted from its lands during 
the year certain ores bearing gold and other precious metals, which were 
sold by it for sums largely in excess of the cost of mining, extracting, and 
marketing the same; that the gross sales amounted to $284,682.85 ; the 
cost of extracting, mining, and marketing amounted to $190,939.42; and 
“the value of said ores so extracted in the year 1909, when in place in said 
mine and before extraction thereof, was $93,743.43.” With respect to the 
operations of the company for the year 1910 the agreed facts were prac- 
tically the same, except as to dates and amounts. It does not appear that 
the so-called “value of the ore in place,” or any other sum, was actually 
charged off upon the books of the company as depreciation. 

The circuit court of appeals certified three questions to this court: 

(1) Does section 38 of the act of congress entitled “An act to provide 
revenue, equalize duties, and encourage the industries of the United States, 
and for other purposes,” approved August 5, 1909 (36 Stat., p. 11), apply to 
mining corporations? 

(2) Are the proceeds of ores mined by a corporation from its own 
premises income within the meaning of the aforementioned act of congress? 

(3) If the proceeds from ore sales are to be treated as income, is such a 
corporation entitled to deduct the value of such ore in place and before it is 
mined as depreciation within the meaning of section 38 of said act of 
congress? 

This court answered the first and second questions certified in the 
affirmative and the third question in the negative. In that case, as here, it 
was contended that the proceeds of the mining operations resulting from 
a conversion of the capital represented by real estate into capital repre- 

*Raynolds v. Hanna (s5 Fed., 783, 800, 801); Tennessee Oil, etc., Co., v. Brown 
gs Fed., 696, 700), opinion by Lurton, i Browning v. Boswell (215 Fed., 826, 834); 

acker v. Penn Lubricating Co. (162 Fed., 627); Young v. Ellis (91 Va., 297); 
Garside v. Outey (58 Ill, 210); Genet v. Delaware Co. (136 N. Y., 602); Lacy v. 


Newcomb (94 Iowa, 287); Austin v. Huntsville Co. (72 Mo., 535); Brown v. Fowler 
(65 0. © com, 521); Gucon v. Westbrook (10 Q. B., 178, aa 
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sented by cash are in no true sense income. As to this contention this 
court said: 

The peculiar character of mining property is sufficiently obvious. Prior 
to development it may present to the naked eye a mere tract of land with 
barren surface, and of no practical value except for what may be found 
beneath. Then follow excavation, discovery, development, extraction of 
ores, resulting eventually, if the process be thorough, in the complete ex- 
haustion of the mineral contents so far as they are worth removing. 
Theoretically, and according to the ar ent, the entire value of the 
mine, as ultimately developed, existed from the beginning. Practically, 
however, and from the commercial standpoint, the value—that is, the ex- 
changeable or market value—depends upon different considerations. Be 
ginning from little, when the existence, character, and extent of the ore 
deposits are problematical, it may increase steadily or rapidly so long as 
discovery and development outrun depletion, and the wiping out of the 
value by the practical exhaustion of the mine may be deferred for a long 
term of years. While not ignoring the importance of such considerations, 
we do not think they afer’ | the sole test for determining the legislative 
intent. 

This court held that it was not correct to say that a mining corpora- 
tion was not engaged in business, but was merely occupied in converting 
its capital assets from one form to another, and that while a sale outright 
of a mining property might be fairly described as a conversion of the 
capital from land into money, the process of mining is, in a sense, 
equivalent to a manufacturing process, and however the operation shall be 
described, the transaction is indubitably “business” within the meaning of 
the act of 1909, and the gains derived from it are properly the income 
— business, derived from capital, from labor, or from both combined. 

urther— 

As to the alleged inequality of operation between mining corporations 
and others, it is of course true that the revenues derived from working of 
mines result to some extent in the exhaustion of capital. But the same is 
true of the earnings of the human brain and hand when unaided by capital, 
yet such earnings are commonly dealt with in legislation as income. 80 it 
may be said of many manufacturing corporations that are clearly subject 
to the act of 1909, especially of those that have to do with the production 
of patented articles; although it may be foretold from the beginning that 
the manufacture will be yp ager only for a limited time, at the end of 
which the capital value of the plant must be subject to material depletion, 
the annual gains of such corporations are certainly to be taken as income 
for the purpose of measuring the amount of the tax. 

It is contended that this is inapplicable, because the facts disclose that 
the ores were being mined by a corporation upon its own premises. In our 
view, this makes no difference in the application of the principles upon which 
the case was decided. We think that the payments made by the lessees 
to the corporations now before the court were not in substance the pro- 
ceeds of an outright sale of a mining property, but, in view of the terms 
of these instruments, were in fact rents or royalties to be paid m enter- 
ing into the premises and discovering, developing, and removing the mineral 
resources thereof, and as such must be held now, as then, to come fairly 
within the term “income” as intended to be reached and taxed under the 
terms of the corporation-tax act. 

In Stanton vs. Baltic Mining Co., supra, the income-tax law of 1913 
was before the court, and it was contended that the clause in that act 
limiting the mines to a maximum depreciation allowance of 5 per cent. of 
their annual gross receipts or output of ore deposits was unconstitutional, 
or, if that provision was inseparable from the rest of the act, the entire 
income-tax law, as applied to mining companies, was unconstitutional. 
Replying to the argument advanced by the mining company in that case, 
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this court said that it rested upon the wholly fallacious assumption that, 
looked at from the point of view of substance, a tax on the product of a 
mine was necessarily a tax upon the property because of its ownership, 
unless adequate allowance be made for the exhaustion of the ore y 
resulting from the working of the mine; and, further— 

We say wholly fallacious assumption because independently of the effect 
of the operation of the sixteenth amendment it was settled in Stratton’s 
Independence vs. Howbert (231 U. S., 399) that such a tax is not a tax 
upon property as such because of its ownership, but a true excise levied on 
the results of the business of carrying on mining operations. 

We think it results from the principles announced in these decisions that 
in such cases as are now under consideration, the corporation being within 
the meaning of the act organized for profit and doing business, it is sub- 
_ to the tax upon its income derived from the royalties under these 
eases. 

This brings us to the fourth and last question in the case, as to whether 
allowance should be made for depreciation on account of the depletion of 
the property by removing the ores from the mines in question. 

The contention of respondents in this behalf is that, if the court shall 
find that the moneys received by them under their mining contracts can 
be deemed gross income, in whole or in part, they are entitled to deduct 
therefrom, as a reasonable allowance for depreciation, the full amount of 
the money so received, for the reason that they represent a mere trans- 
mutation of capital assets, being, in legal effect, the selling price of their 
rights in the mineral deposits on or before January 1, 1909, and which, 
by virtue of the mining contracts then outstanding, had been previously 
sold for the exact amounts of such receipts. 

The statement of facts in the case of Stratton’s Independence, supra, 
as the court states on pages 418 and 419, developed from the certificate, 
was: 

From that certificate it appears that the case was submitted to the trial 
court and a verdict upon an agreed statement of facts, and in that state- 
ment the gross proceeds of the sale of the ores during the year were 
diminished by the moneys expended in extracting, mining, and marketing 
the ores, and the precise difference was taken to be the value of the ores 
when in place in the mine. 

+ * & * ok * * 


It is clear that a definition of the “value of the ore in place” has been 
intentionally adopted that excludes all allowance of profit upon the process 
of mining, and attributes the entire profit upon the mining operations to 
the mine itself. In short, the parties propose to estimate the depreciation 
of the mining property attributable to the extraction of ores according to 
principles that would be applicable if the ores had been removed by a 
trespasser. 

It is true that in the case of Stratton’s Independence, supra, the decision 
upon the question of depreciation was predicated upon the facts stated in the 
certificate presented to the court, and it was said, at page 422: 

It would, therefore, be improper for us at this time to enter into the 
question whether the clause “a reasonable allowance for depreciation of 
property, if any,” calls for an allowance on that account in making up the 
tax, where no depreciation is charged in practical bookkeeping; or the 
question whether depreciation, when allowable, may properly be based 
upon the depletion of the ore supply estimated otherwise than in the mode 
shown by the agreed statement of facts herein; for to do this would be to 
attribute a different meaning to the term “value of the ore in place” than 
the parties have put upon it, and to instruct the circuit court of appeals 
respecting a question about which instruction has not been requested and 
concerning which it does not appear that any issue is depending before 
that court. 
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It therefore follows that we have the question of depreciation in this 
case presented under somewhat different circumstances than were outlined 
in the opinion in the case of Stratton’s Independence. 


The statute permits deduction of “all losses sustained within the year 
* * * including a reasonable allowance for depreciation of property.” 
What was here meant by “depreciation of property”? We think congress 
used the expression in its ordinary and usual sense as understood by busi- 
ness men. It is common knowledge that business concerns usually keep a 
depreciation account, in which are charged off the annual losses for wear 
and tear, and obsolescence of structures, machinery, and personalty in 
use in the business. We do not think congress intended to cover the 
necessary depreciation of a mine by exhaustion of the ores in determining 
the income to be assessed under the statute by including such exhaustion 
within the allowance made for depreciation. It would be a strained use 
of the term depreciation to say that, where ore is taken from a mine in 
the operation of the property, depreciation, as generally understood in 
business circles, follows. True, the value of the mine is lessened from the 
partial exhaustion of the property and, owing to its peculiar character, 
cannot be replaced. But in no accurate sense can such exhaustion of the 
body of the ore be deemed depreciation. It is equally true that there seems 
to be a hardship in taxing such receipts as income, without some deduc- 
tion arising from the fact that the mining property is being continually 
reduced by the removal of the minerals. But such consideration will not 
justify this court in attributing to depreciation a sense which we do not 
believe congress intended to give to it in the act of 1909. 


It may be admitted that a fair argument arises from equitable con- 
siderations that, owing to the nature of mining property, an allowance in 
assessing taxes upon income should be made for the removal of the ore 
deposits from time to time. Congress recognized this fact in passing the 
income-tax section of the tariff act of 1913 (sec. 2, 38 Stat., 166, 167) when 
it permitted “a reasonable allowance for the exhaustion, wear and tear of 
property arising out of its use or employment in the business, not to 
exceed in the case of mines, 5 per cent. of the gross value at the mine of 
the output for the year for which the computation is made”; and in the 
income-tax of September 8, 1916 (1915-1916 Stat., 756, 769), a reasonable 
allowance is made in the cases of mines for depletion thereof, “not to 
exceed the market value in the mine of the product thereof which has 
been mined and sold during the year for which the return and computation 
are made.” These provisions were not in the act of 1909, and, as we have 
said, we think that congress, in that act, used the term “depreciation” in 
its ordinary and usual significance. We therefore reach the conclusion 
that no allowance can be made of the character contended for as an item 
of depreciation. 


No contention is made in the brief for an allowance because of sales 
of stumpage, lots, and lands belonging to the companies, as an exhaustion 
of the capital assets, and evidently the case was brought for the purpose 
of testing the right of the companies to deduct the royalties agreed to 
paid to them upon the removal of the minerals from the lands from the 
sums for which they were severally assessed. 

For the reasons stated, we think the circuit court of appeals and the 
district court erred in the judgments rendered, and the same will be re- 
versed and the cases remanded to the district court for further proceedings, 
if any are sought, upon claim of right to deduct the value of the lands, lots, 
and stumpage sold from the assessments made. 


Judgment reversed. 


Mr. Justice McReynolds took no part in the consideration and decision 
of these cases. 
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(T. D. 2441, February 8, 1917.) 
Corporation tax—Interest—Decision of court. 
1. Gross INCOME. : 


A corporation which did a brokerage business and bought securi- 
ties for its customers, who paid only a part of the purchase price, pay- 
ing interest on balances, the corporation also paying for the securities 
purchased only part of the purchase price and owing balances on 
which it paid interest, including in return of gross income the differ- 
ence between the interest received and the interest paid, made incorrect 
return. The interest received by plaintiff from its customers should be 
included in gross income. 

2. INTEREST. 

Interest paid by plaintiff on said purchases is allowable as interest 
payable on its bonded or other indebtedness. In determining net 
income, interest can be deducted only to an amount not exceeding the 
paid-up capital stock outstanding at the close of the year. 

The appended decision of the United States district court for the 
eastern division of the eastern district of Missouri in the case of Altheimer 
& Rawlings Investment Co. vs. Allen, collector, is published for the in- 
formation of internal revenue officers and others concerned. 

District Court oF THE UNITED STATES, EASTERN DIVISION OF THE EASTERN 
District oF Missourt. 


Altheimer & Rawlings Investment Co., a corporation, vs. E. B. Allen, 
United States collector of internal revenue for the first district of Missouri. 


Dyer, Judge: The plaintiff’s brief intelligently and fairly states the 
~~ and the respective contentions of the parties. That statement is as 

ollows : 

This case has been submitted on an agreed statement of facts, which 
admits all the allegations of fact contained in the petition. It appears there- 
from that the action is one for the recovery of money paid upon assess- 
ments made by the United States commissioner of internal revenue under 
the excise law of 1909, which provided for a tax of 1 per cent. upon the net 
annual income of corporations. The petition contains three counts, the first 
being for the recovery of money paid on an assessment for the year 1909, 
the second for the recovery of money paid on an assessment for the year 
1910, and the third being for the recovery of money paid on an assess- 
ment for the year 1911. 

The plaintiff made its return for each of these three years under that 
act, but the commissioner of internal revenue held in each instance that the 
return did not show the proper net income, and accordingly made an 
assessment against the plaintiff for an increased amount for each of the 
three years. These three assessments were paid under protest, and the 
present action was brought after the preliminary proceedings required by 
the federal statutes had been taken. 

The matter out of which the present controversy arose is the same under 
all three counts, and is as follows: 

The plaintiff did a brokerage business and in the course thereof bought 
securities for its customers and carried the same for the customers. On 
these purchases the customers paid plaintiff only a part of the purchase 
price, and consequently owed the plaintiff balances, on which they paid the 
plaintiff interest. The plaintiff in turn also paid on said purchases only a 
part of the purchase price, and accordingly owed balances on them on 
which it paid the interest; but the interest thus received by the plaintiff 
from its customers on said purchases exceeded the interest paid by the 
plaintiff on said purchases. 

In making its returns under the federal statute the plaintiff included as 
gross income the difference between the interest thus received by it from 
its customers on said purchases and the interest thus paid by it on said 
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purchases; but the commissioner of internal revenue held that the entire 
amount received should be included as gross income, and that the aggre- 
gate deduction for interest paid by the plaintiff whether for the interest on 
said purchases, or for interest paid otherwise, should be limited to $15,000. 
During each of the years ineclead the plaintiff paid for interest on other 
indebtedness than that for said purchases $15, or more. Accordingly, 
the commissioner in effect made no deduction whatsoever for the interest 
paid by plaintiff on said purchases. : 

The question now arising under each of the three counts of the petition 
is, whether the plaintiff was within its rights when it included, as gross 
income, in its return for each of the three years in question, orly the differ- 
ence between the amount received by it from its customers for interest on 
said purchases and the amount paid by it for interest on said purchases, or 
whether, as the government claims, the plaintiff was entitled to deduct for 
all interest paid by it during each of these three years, that is, for interest 
on said purchases, as well as for other interest, only the sum of $15,000. 

The law under which these assessments were made provided for an 
excise tax against the corporation ——s to 1 per centum upon the 
entire net income over and above $5, received by it from all sources 
during such year.” That law further provided that such net income should 
be ascertained by deducting “from the gross amount of the income of 
such corporation” received within the year from all sources, first, all 
ordinary and necessary expenses actually paid within the year out of 
income in the maintenance and operation of its business and property; 
second, all losses actually sustained within the year, etc., and “third, interest 
actually paid within the year on its bonded or other indebtedness to an 
amount of such bonded and other indebtedness not exceeding the paid-up 
capital stock of such corporation.” 

It is this third subdivision which underlies the claim of the government, 
for the government treats all the interest received by the plaintiff from its 
customers on said purchases as gross income, and treats all interest paid 
by the plaintiff on said purchases as interest paid “on its bonded or other 
indebtedness.”’ 

The law applicable to the case is to be found in the second paragraph of 
soumen 38 of the act of August 5, 1909 (sec. 36, Stat. L., 112). It is as 

ollows: 

Second. Such net income shall be ascertained by deducting from the 
gross amount of the income of such corporation, joint-stock company or 
assocation, or insurance company, received within the year from all sources, 
first, all of the ordinary and necessary expenses actually paid within the 
year out of income in the maintenance and operation of its business and 
properties, including all caress such as rentals or franchise payments, 
required to be made as a condition to the continued use or possession of 
property ; . 

Third. Interest actually paid within the year on its bonded or other 
indebtedness to an amount of such bonded and other indebtedness, not 
exceeding the paid-up capital stock of such corporation, joint-stock com- 
pany or association, or insurance company, outstanding at the close of the 
year. 

This statute defines “gross income” as “the gross amount of the income 
of such corporation * * * received within the year.” 

The commissioner of internal revenue, in ascertaining and fixing the 
amount of the gross income of the plaintiff, refused to allow plaintiff for 
the interest paid by it on account of the purchases of bonds and stock and 
treated such payments as having been made “on its bonded or other 
indebtedness.” 

In the opinion of the court the action of the commissioner was in 
accordance with the law. 

Judgment for the defendant will be entered on each count of the 


petition. 
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(T. D. 2442, February 6, 1917.) 
Income tax. 


Permanent improvements made under rental or lease contracts. 
To collectors of internal revenue: 

Where, under the terms of a rental or lease contract, a tenant agrees 
to erect a building or to expend during the rental period a certain fixed 
sum in making improvements upon the freehold of another, it is held for 
income-tax purposes that the building or permanent improvement becomes 
a part of the realty unless otherwise agreed between the contracting parties, 
and, as such, shall be accounted for, without having normal tax withheld, 
as gain or profit to the lessor in the value of his realty at the termination 
of the contract, whether terminated by expiration of the lease or other- 
wise. 

The gain or profit to the lessor at the termination of the lease, by 
expiration or otherwise, is held to be the difference between the cost of the 
building or improvement and a reasonable allowance for the exhaustion, 
wear and tear of the property arising out of its use or employment in the 
business or trade during the period of its life under the lease, and no 
annual deduction for depreciation shall be allowed during the lease term. 

As the use of the building or permanent improvement by the tenant 
during the term of the lease is a part of the consideration of the con- 
tract, the cost may be prorated by the tenant over the lease term and 
deducted at an annual rate as a part of “the necessary expenses actually 
paid in carrying on any business or trade,” together with the cost of 
incidental repairs and maintenance. 

The paragraph of T. D. 2135, entitled “Rental: Permanent improvements 
made under contract in addition to yearly,” is hereby repealed. 


II. Treasury Decisions on Capitrat Stock Tax 
(T. D. 2418, December 15, 1916.) 
Capital-stock tax. 


Citations from decisions of the supreme court regarding “doing business” 
under capital-stock tax, act of September 8, 1916. 

The following decisions made in cases arising under the corporation- 
tax act of August 5, 1909, will be followed where they are final or have 
been acquiesced in by the department in similar questions arising under 
a excise tax imposed by section 407, title IV, act of September 8, 


I. When is a corporation “engaged in business,” “doing business,” or 
“transacting business ?” 

II. “Massachusetts trusts” are exempt from the special excise tax. 

Ill. Filing of returns. 

IV. Foreign corporations transacting business in the United States. 

V. Domestic building and loan associations organized and operated 
for mutual purposes and without profit are exempt. 

VI. Insurance companies claiming exemption as fraternal beneficiary 
societies. 

The special excise tax imposed under section 407 of the act of Septem- 
ber 8, 1916, is very similar in some respects to the corporation-tax act of 
August 5, 1909, and therefore the following court decisions rendered under 
that act would apply to the present law: 


A 
Flint v. Stone Tracy Co., Cedar Street Co. vs. Park Realty Co. and 13 
other cases (220 U. S., 107; T. D. 1685). 


In these cases it was held that section 38, act of August 5, 1909, im- 
posing a special excise tax on corporations was constitutional, and further 
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that corporations whose business is principally the holding and manage- 
ment of real estate are actively “engaged in business” within the meaning 
of that statute. 

In the case of Cedar Street Co. vs. Park Realty Co. it developed that 
the Park Realty Co. was organized to “work, develop, sell, convey, mort- 
gage, or otherwise dispose of real estate; to lease, ex , hire, or other- 
wise acquire property; to erect, alter, or improve buildings, to conduct, 
operate, manage, or lease hotels, apartment houses, etc,; to make and carry 
out contracts in the manner specified concerning buildings * * * and 
generally to deal in, sell, lease, exchange, or otherwise deal with lands, 
buildings, and other property, real or personal,” etc. 

The court, in its decision, used the following language: 


_We think it is clear that corporations organized for the purpose of 
doing business and actually engaged in such activities as leasing property, 
collecting rents, managing office buildings, making investments of profits, 
or leasing ore lands and collecting roy managing wharves, dividing 
profits, and in some cases investing the surplus, are engaged in business 
within the meaning of this statute, and in the capacity necessary to make 
such organizations subject to the law. 

Several good illustrations of what constitutes “engaging in business” 
are cited in the decision of the court in these cases. 

Zonne vs. Minneapolis Syndicate et al. (220 U. S., 187; T. D. 1687)— 
Peculiarity of corporate organisation exempting it from special excise tax. 

Where a corporation originally organized for the purpose of owning 
and renting an office building leased the property for 130 years and re- 
organized and practically went out of business, its sole authority being to 
hold the title subject to the lease and to receive and distribute the rentals 
accruing thereunder or the proceeds of sale if the oe somes 4 should be sold, 
held not liable to the special excise tax under section of the act of 
August 5, 1909. 

The court stated in this case as follows: 


The corporation involved in the present case, as originally organized, 
and owning and renting an office building, was doing business within the 
meaning of the statute as we have construed it. pon the record now 
presented we are of opinion that the Minneapolis syndicate, after the 
demise of the property and reorganization of the corporation, was not 
engaged in doing business within the meaning of the act. It had wholly 
parted with control and management of the property; its sole authority 
was to hold the title subject to the lease for 130 years, to receive and dis- 
tribute the rentals which might accrue under the terms of the lease, or the 
proceeds of any sale of the land if it should be sold. The corporation 
had practically gone out of business in connection with the property and 
had disqualified itself by the terms of reorganization from any activity in 
respect to it. We are of opinion that the corporation was not doing 
rey in such wise as to make it subject to the tax imposed by the act 
rs) 

McCoach, collector, vs. Minehill & Schuylkill Haven Railroad Co. (228 


U. S., 295; T. D. 1847). 


Leased railroads—A railroad corporation, which has leased its prop- 
perty for a term of years and parted with its control and management, but 
which maintains its corporate organization and collects rentals from the 
lessee company and distributes the same among its stockholders, is not 
“engaged in business” within the meaning of the corporation-tax act of 
1909 and is not liable for taxes thereunder, notwithstanding the lease 
provides for recovery of the property in case of default. 
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Corporations out of business ——When the corporation owning the prop- 
perty has gone out of business in connection therewith and disqualified 
itself from any activity in regard to it, there is no liability, the principle 
being the same as that involved in the case of Zonne vs. Minneapolis 
Syndicate (220 U. S., 187), which is held to govern this case. 


The court stated in this case as follows: 


From the facts as stated above it is entirely clear that the Minehill Co. 
was not during the years 1909 and 1910, engaged at all in the business of 
maintaining or operating a railroad, which was the prime object of its 
incorporation. This business, by the lease of 1896, it had turned over to 
the Reading Co. If that lease had been made without authorization of 
law—it may be that for some purposes, and possibly, for the present 
purpose—the lessee might be deemed in law the agent of the lessor; or 
at least the lessor held estopped to deny such agency. But the lease was 
made by the express authority of the state that created the Minehill Co., 
conferred upon its franchise, and imposed upon it the correlative public 
duties. The effect of this legislation and of the lease made thereunder 
was to constitute the Reading Co. the public agent for the operation of 
the railroad and to prevent the Minehill Co. from carrying on business in 
respect of the maintenance and operation of the railroad so long as the 
lease shall continue. And it is the Reading Co., and not the Minehill Co., 
that is “doing business” as a railroad company upon the lines covered by 
the lease, and is taxable because of it. The corporation-tax law does not 
contemplate double taxation in respect of the same business. 

United States vs. Emery-Bird-Thayer Realty Co. (237 U.S., 28; T. D. 2188). 

Engaged in business—The lessor corporation was not carrying on or 
doing business within the meaning of the law, the only business done being 
keeping up its corporate organization and collecting and distributing rent 
received from lessee following the rule laid down in T. D. 1847. 


The court states as follows: 


Being of opinion that the district court had jurisdiction, we pass to the 
merits. They also may be disposed of without much discussion. The line 
lies between Cedar Street Co. vs. Park Realty Co. (220 U. S., 107, 170) 
and Zonne vs. Minneapolis Syndicate (220 U. S., 187), the latter case being 
carried perhaps a little further by McCoach vs. Minchill & Schuylkill 
Flaven R. R. Co. (228 U. S., 295). We are of opinion that this case is 
governed by the last two and that the decision was right. The question 
is rather what the corporation is doing than what it could do ( U. S., 
305, 306), but looking even to its powers, they are limited very nearly to 
the necessary incidents of holding a specific tract of land. The possible 
sale of the whole would be merely the winding up of the corporation. 
That of a part would signify that the dry goods company did not need it. 
The claimants characteristic charter function and the only one that it was 
carrying on was the bare receipt and distribution to its stockholders of 
rent from a specified parcel of land. Unless its bare existence as an inter- 
— was doing business, it is hard to imagine how it could be less en- 
gaged. 

Stratton’s Independence (Ltd.) vs. F. W. Howbert, collector (231 U. S., 
3909; T. D. 1913). 

Mining companies.—Section 38, act of August 5, 1909, imposing a special 
excise tax on corporations applies to mining companies. 

The court stated as follows: 

It is not correct, from either the theoretical or the practical standpoint, 
to say that a mining corporation is not engaged in business, but is merely 
occupied in converting its capital assets from one form into another. The 
sale outright of a mining property might be fairly described as a mere 
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conversion of the capital from land into money. But when a company is 
digging pits, sinking shafts, tunneling, drifting, stoping, drilling, blasting, 
and hoisting ores, it is employing capital and labor in transmuting a part 
of the realty into personalty and putting it into marketable form. The 
very process of mining is, in a sense, equivalent in its results to a manu- 
facturing process. And, however the operation shall be described, the 
transaction is indubitably “business” within the fair meaning of the act of 
1909; and the gains derived from it are properly and strictly the income 
from that business; for “income” may be defined as the gain derived from 
capital, from labor or from both combined, and here we have combined 
operations of capital and labor. As to the alleged inequality of operation 
between mining corporations and others, it is of course true that the revenues 
derived from the working of mines result to some extent in the exhaustion 
of the capital. But the same is true of the earnings of the human brain 
and hand when unaided by capital, yet such earnings are commonly dealt 
with in legislation as income. * * * That mining companies are doing 
business, within the fair intent and meaning of this clause, seems to us 
entirely plain, for reasons already given. 


Rio Grande Junction Railway Co. vs. United States, Case No. 32746, Court 
of Claims, (T. D. 2345.) (Decided May 26, 1916.) 


The Minehill decision in the supreme court—Decision in the Minehill 
case (228 U. S., 295; T. D. 1847) does not apply where a corporation is 
organized for the ostensible purpose of building and operating a railroad 
and leases the road before it is built. 

Corporations organized to build and lease property.—lf the purpose for 
which it was organized was to build and lease property, the rents derived 
from such lease are taxable, even though thereby the corporation leases 
all the property and of necessity goes out of all corporate business except- 
ing the collection and distribution of the rents. 


The court stated: 


We do not think, however, the case presented by the plaintiff comes 
within the cases cited, for reasons which we will proc to give. Its 
articles of incorporation show that it was designed as a junction com- 
pany; that is to say, that it was intended as a connecting line between 
other lines named. The contract for a lease was executed within six 
months after the date of its articles of incorporation, and by its terms it 
may be well inferred that the lessees guaranteed the payment of all funds 
borrowed for its construction, and from the latter fact it may well be 
inferred that its construction was not begun until these bonds were issued 
and their payment guaranteed. It does not appear that this company ever 
purchased or owned any rolling stock or anything pertaining to the opera- 
tion of a railroad, except its track and appurtenances necessary for the use 
of rolling stock. As soon as said junction railroad was completed the 
lessees took possession of it and have been operating it ever since. Shortly 
after it was incorporated and before the execution of the agreement the 
general assembly of Colorado authorized the plaintiff to lease its railroad 
(not then built), which must have been for the purpose of making doubly 
certain what the articles of incorporation already seemed to allow. These 
facts lead to but one conclusion, and that is that the “business” for which 
the plaintiff was incorporated was to build and lease a junction railroad 
and enjoy the profits of that business alone. It never equipped a railroad 
for use as such and never intended to, as all the facts show. If plaintiff 
is allowed to evade payment of the corporation tax in this way, we see no 
reason why this practice can not be followed in the construction hereafter 
of every railroad, and thus evade the payment of a large percentage of the 
tax upon the net income of railway corporations. 
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There are cited below several decisions of the lower courts, construing 
the language of the supreme court in the above cases and further definin 
the terms “doing business,” “engaged in business,” and “transaction o 
business”: Baumbach, collector, vs. Sargent Land Co. et al. (219 Fed., 31), 
(now before the supreme court on writ of certiorari); Lewellyn, col- 
lector, vs. Pittsburgh, B. & L. E. R. R. Co. et al. (222 Fed., 177) ; Miller, 
collector, vs. Snake River Valley R. R. Co. (223 Fed., 946) ; Traction Co, 
vs. Collector of internal revenue = cases) (223 Fed., 984), (decision of 
district court printed in T. D. reversed) ; Waterbury aslight Co. vs. 
Walsh (228 Fed., 54) ; McCoach, collector, vs. Continental Passenger Rail- 
way Co. of Philadelphia (233 Fed., 976) ;.State Line & S. R. Co. vs. Davis 
(28 Fed., 246) ; Wilkes-Barre & W. V. Tranction Co. vs. Davis, collector 
(214 Fed., 511) ; Maxwell vs. Abrast Realty Co. (218 Fed., 457) ; United 
States vs. Nipissing Mines Co. (206 Fed., 431). 

Corporations which are not “engaged in business,” “doing business,” 
or “transacting business” as construed under the language of the courts in 
the above decisions are not subject to the special excise tax imposed under 
section 407 of the act of September 8, 1916. 


Il. 


Eliot vs. Freeman et al. (220 U. S., 178; T. D. 1686). 


Intent of Congress.—It was the intention of congress to embrace within 
the statute imposing a special excise tax on corporations only such cor- 
porations and joint-stock associations as are organized under some statute 
or derive from that source. some quality or benefit not existing at the 
common law. 


The court stated as follows: 


The two cases now under consideration embrace trusts which do not 
derive any benefit from and are not organized under the statutory laws 
of Massachusetts. Joint-stock companies of the statutory character are 
not known to the laws of that commonwealth. Ricker vs. American Tea 
Co. (140 Mass., 346). These trusts do not have perpetual succession, but 
end with lives in being and 20 years thereafter. 

Entertaining the view that it was the intention of congress to embrace 
within the corporation-tax statute only such corporations and joint-stock 
associations as are organized under some statute or derive from that 
source some quality or benefit not existing at the common law, we are of 
opinion that the real-estate trusts involved in these two cases are not 
within the terms of the act. In that view the decrees in both cases will 
be reversed and the same remanded to the Circuit Court of the United 
States for the District of Massachusetts, with directions to overrule the 
demurrers and for further proceedings consistent with this opinion. 


ITI. 


United States vs. Military Construction Co. (204 Fed., 153; T. D. 1774). 

Returns.—Corporations having a net income of $5,000 or less are not 
exempt from the requirement that a return be made to the collector of the 
district in which such corporation has its principal place of business. 


The court stated as follows: 


The return required is a somewhat complicated one. It consists of 
eight sections, the proper interpretation of which controls the determina- 
tion of what the net income may be. This is a matter for the exercise of 
the official judgment and discretion of the revenue department. In order 
that it may exercise such judgment and discretion it must have the facts 
before it. The officers of the corporation and those of the revenue de- 
partment may differ as to the ultimate effect of such facts. 
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This ruling with regard to filing returns is also laid down in United 
Spotes ee Roofing Co. and four other corporations (204 Fed., 157; 


IV. 


Laurentide Co. (Ltd.) vs. Durey, collector (231 Fed., 223; T. D. 2346). 
Liability of foreign corporation—“Doing business’—“Transacting busi- 
ness”-—“Engaged in business.”—Under the revenue act of August , 1909, 
taxing the net income of foreign corporations engaged in business jn the 
United States, and under the income-tax law of October 3, 1913, taxin 
such income of such corporations accruing from business transacted an 
capital invested within the United States, where a Canadian corporation 
making news print paper sent agents into the United States to solicit pur- 
chasers for its product, paying their expenses, hiring desk room in the 
United States, empowering the salesmen to make written contracts, in 
part in the United States, subject to the corporation’s approval in Canada, 
and, when approved, to deliver the contracts, paying rent, storage charges 
on paper shipped into the United States, and A for work done by checks 
drawn on a bank in the United States where the company kept its funds 
received for goods delivered in the United States to purchasers, and then, 
to perform its written contracts, shipped paper consigned to itself in the 
United States to different points, where it hired storage rooms, and had 
the paper delivered to itself at such rooms, where it stored it in its own 
name and at its own risk pending delivery, doing so for its own con- 
venience and to insure delivery according to contract, also shipping into 
the United States and storing in such manner \paper to meet anticipated 
demands, such Canadian company “did business” in the United States, and 
“engaged in business” therein, and also “transacted business” in the United 
States, so that it was liable to taxation under both acts. 


The court stated: 


Appropriating the idea of Mr. Justice Peckham expressed in Pennsyl- 
vania L. M. F. I. Co. vs. Meyer age, S., ss 415; 25 Sup. Ct., 483; 42 
Oe Ed., 810), I think it would be somewhat difficult for e Laurentide 

(Ltd.), or its able attorney, to describe what it was doing in the 
Cited States if it was not doing, carrying on, and transacting business 
therein, when there receiving large quantities of news paper consigned to 
itself and storing it, hiring and paying for storage room therefor, deliver- 
ing it to customers, purchasers thereof, soliciting contracts by agents for 
the purchase and supply of same, renting and paying rent for a room for 
doing the business, depositing and collecting the checks received in pay- 
ment, and paying the e rag; of the business therefrom, all done in the 
State of New York in United States. It was not necessary that the 
contracts should have been made wholly in the United States (Pen I- 
vania Life Insurance Co. vs. Meyer, 197 U. S., 407, 414; 25 Sup. Ct. 

49 L. , 810), or that their execution or performance " should have neon 
wholly in the United States. 
V. 


Herold, collector, vs. Park View Building and Loan Association (210 Fed., 
577; T. D. 1914). 


Construction of clause—The words “no part of the net income of 
which inures to the benefit of any private stockholder or individual’ do 
not apply to domestic building and loan associations operated for the 
mutual benefit of members. 

Exemption.—Building and loan associations operated exclusively for 
the mutual benefit of their members are exempt. 

Issuance of prepaid stock.—The issuance of prepaid stock does not 
destroy mutuality (affirming 203 Fed., 876). 
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VI. 


Commercial Travelers’ Life and Accident Association vs. Rodway, collector 
(235 Fed., 370; T. D. 1918). 


Insurance companies.—The corporation in question is an insurance com- 
pany within the meaning of the law and subject to the tax imposed by 
section 38, act of August 5, 1909. 

Fraternal beneficiary societies—There is no exemption in the law in 
favor of insurance companies other than fraternal beneficiary societies 
operating under the lodge system (see T. D. 1738). Fraternal beneficiary 
societies defined. 

Inasmuch as the basis of tax is the fair value of the stock of a cor- 
poration, mutual insurance companies and other associations not having 
capital stock represented by shares will also be exempt from tax, in the 
absence of the basis for the computation of the tax. 


(T. D. 2423, December 30, 1916.) 
Capital-stock tax—Rulings of commissioner. 


Specific rulings made by the office of internal revenue in answer to ques- 
tions arising under the special excise tax imposed by section 407 of 
the act of September 8, 1916. 


(1) The following suggestions have been made regarding the method 
of estimating the fair value of stock under case III, item 6, on form 707: 


(a) Where the capital stock of a corporation is worth $100 per share 
par value and the corporation reports 10,000 shares, having a total value 
of $1,000,000, and also reports a surplus of $500,000 and undivided profits 
of $50,000, the book value of such stock would be $1,550,000. This should be 
taken as the basis of the approximate value of the stock per share ($155) 
unless by reason of earning capacity the real value is in excess of the 
book value, or unless for any reason the book value is fictitious and is 
shown by overestimating the value of assets. 

(b) If the “average profits per share earned during preceding five 
years” indicate an “estimated earning capacity” in excess of the book value, 
the fair value of the capital stock may be based upon a reasonable return 
on capital invested, dependent on the hazards of the business and what 
prices the stock of corporations engaged in a similar character of business 
brings in the open market. 

(c) If the book value is fictitious and is shown by overestimating the 
capital assets, this fact should be fully explained, either on the return or 
in a statement attached thereto, and may be given allowance in determining 
the fair value of stock where the “average profits per share earned during 
preceding five years” and “earning capacity” are exceedingly low. 

(d) The “average dividends per share paid during preceding five 
years” are stated merely for the information of this office in a case where 
a corporation shows an earning capacity, but states no surplus or undivided 
profits. 

(e) One return submitted by a lumber company for examination 
showed a surplus of $257,700, but stated that it was “not earned.” In 
view of the fact that the total profits of this company for the last four 
years of operation only amounted to $22,709.19, and it had paid no divi- 
dends within the last five years, and its earning capacity was practically 
nothing, the corporation was advised to file a statement explaining how the 
surplus was acquired, and if it was real or fictitious owing to the inflated 
valuation of assets on the books. The fair value of the stock of this com- 
pany, which was estimated on the return at par, $100 per share, would 
largely depend upon the value of its assets, especially the surplus of 
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$257,700. In other words, if the capital stock of $450,000, the surplus of 
$257,700, and the undivided profits of $22,708.19, were divided up at the 
present time, would the corporation pay $162 per share to each of the 
stockholders, that being approximately the book value? 


(f) A return filed by a cotton-yarn manufacturing corporation show- 
ing average profits for the last five years of $15,949.45 on capital stock of 
$200,000, stated an estimated value under case III of $70 per share. An 
industrial corporation of this character stating the fair value of its stock 
at $70 upon a return showing an earning capacity of 7 to 8 per cent. is 
considered fair, in view of the speculative character of its business. 


(zg) The collectors may make notation at the foot of special lists, 
form 230, of any exceptional cases in which specific rulings of the depart- 
ment are desired, and if it is necessary for this office to make an examina- 
tion of the return, statements, or affidavits of officers of the corporation, 
the collectors will be asked to forward them for that purpose. 


(h) Where a holding company owns all the stock of several sub- 
sidiary corporations which is not listed on any exchange or which has not 
been sold in the last fiscal year, it has been held that the fair value of the 
stock of such subsidiary companies may be estimated from the market 
value of the total capital stock of the holding company (the parent cor- 
poration) by apportionment of the fair value of the total capital stock of 
the holding corporation among the subsidiary companies. This does not, 
of course, relieve the holding company from its liability to the special 
excise tax, the average fair value of the stock of which can probably be 
computed under case I or II. 


(2) Corporations estimating the fair value of their stock under case 
Il, item 6, on Form 707, will comply strictly with the provisions in the 
regulations by taking “the average price at which sales were made during 
the preceding fiscal year” and not the average seliing price per share. 
Thus if 10 shares were sold at $100 and 1,000 shares were sold at $70, the 
“average price at which sales were made” would be $85. The average 
selling price in such a case would be $70.29, but this price will not be ac- 
cepted as an average fair value. Corporations protesting against the com- 
putations of the value of stock on this basis may file a statement with the 
return of form 707 setting forth the facts in detail and requesting the col- 
lector to bring the case to the attention of this office by a notation on the 
special list, form 230, when it is forwarded to the department for audit. 


(3) From correspondence reaching this office there appears to be a 
general lack of understanding of the character and scope of the special 
excise tax imposed upon corporations by this act. 


This tax is an excise tax on the privilege of doing business similar to 
occupational taxes imposed on individuals, except that instead of a flat 
tax the amount of tax is measured by the average value of the stock 
during the preceding year. Being a privilege or occupational tax, it is 
payable in advance for a period from the time the act goes into effect to 
the end of the fiscal year annually thereafter in July, the beginning of the 
government’s fiscal year. The tax is payable to the collector at any time 
after January 1, 1917, but penalties for non-payment do not attach until 
10 days after notice and demand therefor has been served by the collector 
upon the taxpayer. 

It is a condition precedent that the corporation to be liable must have 
been engaged in business during the preceding taxable (fiscal) year. This 
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means, however, not that it must have been engaged in business during 
the entire year, but at some time in the year, and the length of time has 
no bearing upon the amount of tax due. That is found by ascertaining 
the actual average market value of the stock from known sales, or estimat- 
ing such value for the preceding taxable year, which, in the case of the 
return due in January, 1917, is the government's fiscal year from July 1, 
1915, to June 30, 1916. 


(T. D. 2424, December 30, 1916.) 
Capital-stock tax. 


Corporations in the possession and control of receivers appointed by the 
court and held not taxable under the corporation tax act of August 5, 
1909, in the supreme court decision printed in T. D. 1896, are not sub- 
ject to the special excise tax imposed under section 407, act of Septem- 
ber 8, 1916. 


Receipt is acknowledged of your letter of the 22d instant regarding the 
special excise tax imposed under section 407, act of September 8, 1916, on 
corporations transacting business in the United States, and calling atten- 
tion to the cases of United States vs. Whitridge, recewer of the Third 
Avenue Railroad Co., et al. and United States vs. Joline and Robinson, 
receivers of the Metropolitan Street Railway Co., et. al. (231 U. S., 144), in 
which it was held that a corporation, such as a railroad, in the possession 
and control of receivers appointed by the court, was not subject to the 
excise tax imposed under the act of August 5, 1909. 

In reply, you are advised that the special excise tax imposed under 
section 407 of the act of September 8, 1916, is very similar in this respect 
to the corporation tax act of August 5, 1909, and in view of the above 
supreme court decision, which is reported in T. D. 1896, it is held that 
corporations which are now in the hands of receivers will not be required 
to make a return on form 707 unless the receivership terminates before the 
close of the taxable period, nor will corporations now operating under their 
corporate management but which were in the hands of receivers during the 
preceding taxable (fiscal) year, July 1, 1915, to June 30, 1916, be required 
to file a return in January, 1917. In this connection reference is made to 
paragraph 3 of T. D. 2417 and to the decisions cited in T. D. 2418. 


(T. D. 2426, December 29, 1916.) 


The individual fair value of stocks of two banks that have a definite com- 
bined market value, but no separate value, may be ascertained by ap- 
portionment of this market value on the basis of the capital stock, 
surplus and undivided profits of each corporation for the fiscal year. 


Receipt is acknowledged of your letter of the 14th instant, quoting a 
communication from the —— National Bank, stating that the stock of 
that bank and the —— Trust Co., two separate corporations, each having 
20,000 shares of stock, are issued together in such a way that there is no 
separate market value for either class of stock. It appears that each share 
of stock of the —— National Bank, which has a par value of $100 per 


share, automatically carries with it one share of stock of the —— Trust 
Co., of a par value of $50, as evidenced by a printed indorsement on each 
certificate of stock of the —— National Bank. 


In view of the fact that the combined stocks of these two banks have 
a definite market value for the fiscal year ended June 30, 1916, of $220.58, 
this office approves of the suggestion regarding the apportionment of this 
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market value between the stocks of the two corporations on the basis of 
the capital stock, surplus, and undivided profits of each for that period as 
outlined below: 


Average price for combined stock ...........seeeeeeeeeeeeee $220.58 








Average capital, surplus, and undivided profits for period end- 
ing June 30, 1916: 


—— National Banke ........ccccccccccccescccsocccess 3,104,032.00 
cee.” (ee ra eee 1,371,274.00 
NN. inn 0 diidd inc vr incwieiin 3 see tie 4,475,306.00 
Percentage of total is— 
For —— National Bank ............cccceeeseees 69.36 
ae ee BU GR occ scsa adds vbccsgeemmiods 30.64 
For ——National Bank, 69.36 per cent. of $220.58 is 
OE FOP hr 153.00 
For —— Trust Co., 30.64 per cent. of $220.58 is (per 
GONG). oc inciindesskadapnesasébesneeee 67.58 
20,000 shares of —— National Bank, at $153 per share 3,060,000.00 
Loon: Getetbeth. .6.sciias0cssddcdedesdschusesnieann 99,000.00 
2,961,000.00 
Tax, at 25 cents per $1,000, is............ccccececcees 740.25 
20,000 shares of —— Trust Co., at $67.58 per share... . 1,351,600.00 
Late GBR 6.66 on nccscéxnnetasaphinkssasedine 99,000.00 
‘ 1,252,600.00 
Tax, at 25 cents per $1,000, is............sceeeeeeeeee 313.15 


(T. D. 2429, January 4, 1917.) 
Capital-stock tax. 


“Holding companies” organized in the United States for profit are subject 
to the special excise tax, and should file returns on form 707. 


Receipt is acknowledged of your letter of the 29th ultimo, stating that 
the Co. is a “holding company” for several subsidiary corporations 
and its only business is to receive dividends and interest from the operat- 
ing companies, pay interest on its own indebtedness, and distribute its sur- 
plus income as dividends among its own stockholders. You contend, there- 
fore, that the “holding ae is not engaged in business under the 
decision made in the case of the United States vs. Nipissing Mines Co. 
(206 Fed., 431), referred to in T. D. 2418. 


In reply, you are advised that this office has never acquiesced in the 
decision of the court in the case of United States vs. Nipissing Mines Co., 
supra, and the question of whether a corporation organized for the purpose 
of acquiring and holding all the capital stock of subsidiary companies, and 
actually engaged in holding such stock, voting thereon, receiving dividends 
when paid by the subsidiaries, keeping books, and paying out money to its 
own shareholders, is doing business within the meaning of the corpora- 
tion-tax act of August 5, 1909, is now pending in the circuit court of ap- 
peals for the southern district of New York in the case of Anderson vs. 
El Rayo Mines Co. It is understood that the case of Anderson vs. El Rayo 
Mines Co. will be taken up as soon as decision is made by the supreme 
court of the United States in the case of Baumbach, collector vs. Sargent 
Land Co. et al. (219 Fed., 31), which is now before that court on writ of 
certiorari. 
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This office is of the opinion, therefore, that a “holding company,” 
organized in the United States for the purpose of acquiring and holding 
capital stock of subsidiary companies — actually engaged in holding such 
stock, voting thereon, receiving dividends thereon, and distributing money 
among its own shareholders is engaged in business within the meaning of 
the act of September 8, 1916, and is subject to the special excise tax im- 
posed under section 407. 

A ruling to this effect will be published in the weekly edition of treasury 
decisions, and will be followed by the department until the supreme court 
decides to the contrary. 

This ruling applies to all “holding companies” organized in the United 
States for profit, even though the subsidiary companies operate exclusively 
in foreign countries. 





Minnesota State Board of Accountancy 
At the examinations held by the Minnesota state board of accountancy 
in December, 1916, nine candidates were examined and the following 
passed: Emil Kroeger, Archibald F. Wagner, Joseph Griffeth, Wilbur 
Berry Ervin, of Minneapolis, and Stanley Chandler Coward of Duluth. 





W. C. Kirby, C.P.A., W. H. Cullen, C.P.A., and Jacob Auer, C.P.A., 
announce the formation of a partnership under the firm name of Kirby, 
Cullen, Auer & Company, with offices in the Chamber of Commerce 
building, Chicago, Illinois, and Hubble building, Des Moines, Iowa. 





It is announced that the firm of Lyman & Treadwell has been dissolved 
by mutual consent. G. V. W. Lyman continues to practise on his own 
account at the same address, 1011 Hibernia Bank building, New Orleans, 
and George A. Treadwell has become connected with another firm. 





It is announced that Richard Fitz-Gerald, C.P.A., has retired from the 
firm of Eckes, Fitz-Gerald and Dean, 141 Broadway, New York, and that 
the name of the firm hereafter will be Eckes and Dean. P. J. Warner 
continues his association with the firm. 





J. J. McKnight announces the transfer of his office from 803 Hayden 
building to 409 Hartman building, Columbus, Ohio. 
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Correspondence 


Premiums on Sale of Capital Stock 
Editor, The Journal of Accountancy: 

Sir: In the January issue of THE JouRNAL oF ACCOUNTANCY you pub- 
lished a letter written by C. V. Rowe, C.P.A., on the subject of capital stock 
premiums. I venture to add the following: 

On July 14, 1914, the court of appeals of the state of New York in 
Equitable Life Assurance Society of the United States, appellant, vs. 
Union Pacific Railroad Co., respondent (the appellant seeking to restrain 
the respondent from the payment of an extraordinary dividend out of 
surplus acquired partly through premiums on capital stock), handed down 
a decision in favor of the respondent, affirming the decision of the lower 
court. 

The following excerpts from the opinion of the court, written by Judge 
J. Hiscock (N. E. Rep. vol. 106, page 92) epitomize the decision: 

“It is said, because in the retirement of its convertible bonds defendant 
sold and issued its capital stock at $175 per share of $100 par value, that 
this entire sum was paid in as capital and must be held and distributed as 
such. That is not my interpretation of the transaction under the allega- 
tions of the complaint. The amount at par value paid for each share of 
stock undoubtedly became capital, which the corporation was required 
to preserve and maintain as against its liability on the outstanding share 
of stock which had been issued for it. Just as undoubtedly the extra $75 
paid per share represented the amount of accumulated profits or surplus 
which it was supposed would be apportionable to each share of new stock 
after payment and issue as aforesaid. In other words, as I think we must 
assume, the payment of this premium was not for permanent capital, but 
for the purpose of equalizing as between new and old stockholders their 
respective rights in accumulated profits, which so far as we know were 
current and distributable in dividends. When paid in this premium became 
part of such accumulation of profits and surplus and distributable as such. 
It was credited to profit and loss and not to capital. . . .” Also: “When 
a corporation has a surplus, whether a dividend shall be made, and if 
made how much it shall be, and when and where it shall be payable, rest 
in the fair and honest discretion of the directors uncontrollable by the 
courts.” 

It would be difficult to write a more unequivocal decision, and the 
point involved appears to be legally settled for the time being, at least so 
far as New York is concerned. 

The interstate commerce commission in its Classification of Income, 
Profit and Loss and General Balance Sheet Accounts for Steam Roads, 
effective July 1, 1914 (though actually issued somewhat later), page 39, 
takes cognizance of the decision above quoted in the following phraseology : 
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“In case the accounting company is permitted and elects to distribute 
all or any part of the net premium on its capital stock to its stockholders, 
the amount thus distributed shall be charged to the premium account.” 

In the Uniform System of Accounts for Electric Railways, also effec- 
tive July 1, 1914, page 75, the identical ruling will be found and in the 
Uniform System of Accounts for Express Companies, also effective July 1, 
1914, page 73, the ruling is substantially the same. 

Both Hatfield’s Modern Accounting and Dicksee’s Auditing, quoted by 
Mr.. Rowe, were published several years prior to the New York decision 
above mentioned, and Esquerré’s Applied Theory of Accounts also quoted, 
was published very shortly thereafter; but the author’s statement on page 
330 that “the treatment of premiums on capital stock as a profit places 
the corporation in the position of admitting that it has been guilty of sharp 
practices upon its stockholders” appears to be substantially concurred in 
by Mr. Montgomery in a 1916 publication as recited below. 

It is of interest to note that the accounting authorities still appear to 
frown upon the distribution as dividends of premiums on capital stock. 

Bennett, in his Corporation Accounting (published in 1916), page 88, 
with reference to the subject, states: “The credit balance of this account 
[premiums and capital stock], sometimes called capital surplus, shows the 
amount of premium not yet written off. It is a profit to the corporation, 
but not one that should be used for the payment of dividends”; and, on 
page 115, “Speaking generally, however, it would be of doubtful wisdom for 
the directors to distribute such premiums in the form of dividends even 
though they may have the technical authority to do so.” 

Montgomery, in his Auditing Theory and Practice, 2nd edition, 1916, 
page 194, states that premiums on capital stock account should remain 
open and appear on the balance sheet as a special surplus account. “In no 
event, however, should the account be transferred to general surplus 
and thus be looked upon as available for dividends. It would probably 
be legal to declare a dividend out of funds so raised, but it would be so 
improper as to sustain a charge of dishonesty against the director who 
voted therefor’; and, on page 375, “The amount received is clearly a 
capital receipt and is not available as a fund out of which to pay divi- 
dends—that is, from the accounting point of view. There may be no 
legal obstacle in the way of crediting the premiums to surplus and paying 
out the entire surplus as dividends, but in effect a board of directors might 
as well attempt to pay out the remaining portion of the amount paid for 
stock.” 

So much for examples of opinions on the subject expressed in recent 
publications. 

Dickinson, in his Accounting Practice and Procedure (published in 
1913), page 128, takes a slightly more lenient view in stating that “prem- 
iums on stocks issued may be a source of surplus to the corporation 
eventually, because they are cash received in excess of the authorized 
capital which must be maintained intact, but they are not profit on opera- 
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tions and should not therefore be credited as such to income, although 
they may be applied to make good depreciation in fixed assets or excep- 
tional losses where such depreciation or losses do not arise out of the 
ordinary business of the corporation. In the case of both discounts (if 
permissible) and premiums, the proper view would seem to be that the 
stock is sold for whatever it will fetch, and that any discount or premium 
should be considered as a deduction from or addition to the par value of 
the stock on the face of the balance sheet”; and, on page 129, “As long 
as stock has a fixed par value it is better, theoretically, to treat premiums 
thereon as receipts on capital account, but no serious objection can be 
raised to crediting them to profit and loss surplus, preferably under a 
separate sub-heading.” 

The income tax ruling on the subject is as follows: (T. D. 2090, dated 
December 14, 1914.) “The amount received by a corporation for the 
original issue and sale of its capital stock is held to be the capital of the 
corporation. In cases where the stock, as originally issued, is sold at a 
price greater or less than the par value, neither the premium nor the 
discount will be taken into account in determining the net income of the 
corporation for the year in which the stock is sold. This is purely a 
capital transaction and the income is neither increased nor decreased by 
reason of the sale, per se, of the stock at a price greater or less than its 
par value.” 

To summarize: the interstate commerce commission and the court of 
appeals of the state of New York appear to hold one opinion on the 
subject, while the commissioner of internal revenue and, so far as I can 
ascertain, most public accountants take an opposite view, some being more 
vehement than others in covering the point. 

The permission required by the interstate commerce commission ruling 
abovementioned refers, as I am informed, to state laws, and I feel sure 
that it would be of general interest to know which states, by statute or 
otherwise, forbid and which permit the payment of dividends out of 
surplus acquired through the payment of premiums on capital stock. 

Will some subscriber versed in the corporation laws of other states 
supply this information? 

The proceeds from the sale of stock without par value are, I believe, 
looked upon by lawyers and accountants alike as 100 per cent. capital. 


Very truly yours, 
Epwarp H. Moeran, 
New York, January 20, 1917. 





Editor, The Journal of Accountancy: 

Sm: Referring to Mr. C. V. Rowe’s letter on pages 77, 78, 79 of the 
January, 1917, issue of THe JournaL or Accountancy, I must say that I 
certainly agree with the authorities mentioned in his letter and believe 
that any premium paid for capital stock of a corporation should be treated 
so that it cannot be used for dividends. 
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In the case mentioned in his letter we find an accumulated earned 
surplus of $100,000.00, and it had been possible to make such results with 
a paid-up capital of $300,000.00. The present stockholders are very willing 
to sell additional shares of capital stock for its actual present book value 
and thereby give the new stockholders a pro-rata interest in the $100,000.00 
earned surplus. The original stockholders do reduce their pro-rata owner- 
ship of such earned surplus and the new stockholders find that they have 
pvid a premium of 33 1/3 per cent., but, after the transaction is completed, 
they find the value of such pro-rata interest in the present earned surplus 
to be reduced to 20 per cent. It also reduces the pro-rata ownership of 
the original stockholders from 33 1/3 per cent. to 20 per cent. 

The transaction was not intended to create a condition by which the 
present earned surplus was to be divided and no further profits were to 
be expected, but all most likely felt that the additional capital invested 
would produce a greater earning power and thereby create an earned 
surplus which would be far in excess of 33 1/3 per cent. of capital invested. 
Otherwise no conservative investors would desire to be either the original 
or new stockholders. All business is a gamble and all investors are 
gamblers, but they have good reasons for assuming any sensible risk. 

Furthermore, the creation of an account clearly stating capital stock 
premium so that it cannot be distributed in dividends does not affect 
creditors unless the investments made with the money so received are not 
either available or worth the price paid for them. The stockholder in the 
state of California owns his pro-rata of all assets and owes his pro-rata 
of all outside liabilities while he is a stockholder, and he is in the same 
position on the day he sells his stock; therefore if debts due to outsiders 
are greater than the proven assets as of the date he sells his stock he 
is still liable for his pro-rata of any deficiency, but he has no further 
claim on the assets and simply protects the buyer of the stock formerly 
owned by him. 

Yours very truly, 


Riverside, California. R. L. McCrea, C.P.A. 





Church Accounting Procedure 
Editor, The Journal of Accountancy: 

Sir: You have asked for any matters of interest to the profession. 

In your April, 1915, issue you had an article which quoted from Bishop 
Lawrence’s address on church finances. You may not be aware that at 
the general convention of the Protestant Episcopal Church held in St. 
Louis last October canons were passed with regard to business methods 
in church affairs. 

At our recent diocesan convention in California a special committee 
was appointed to amend our canons to bring them into conformity with 
those passed by the general convention. I think that the following will be 
of interest to the brethren in the craft and take pleasure in advising you 
about it: 
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“CANON OF Business MetHops IN CHURCH AFFAIRS. 

“Section I. The fiscal year shall begin January 1. 

“Sec. II. All accounts having to do with the receipt and expenditure 
or investments of money of all church organizations shall be audited at 
the close of each year by a certified public accountant; provided, however, 
that if the amount of income for the year as shown by the account shall 
be less than $3,000, or if a certified public accountant is not available, the 
audit may be made by an accountant bookkeeper in no way connected with 
the subject matter of the account. 

“Sec. III. Each diocese and missionary district shall appoint at its 
next regular convention or convocation—provided one has not heretofore 
been appointed—and annually thereafter a finance committee for the fol- 
lowing purposes: 

“(1) To maintain general supervision of the financial affairs of the 
diocese or district; to secure simplicity and accuracy in collection and 
disbursement of all funds and co-operation between the various officers, 
trusts and boards of the convention or district; for which purpose it 
shall establish its own rules and keep a record of its meetings, all of 
which shall be submitted annually to the convention or convocation. 

“(2) To act as advisor of the bishop in financial matters and, upon 
request, as advisor to individual parishes within the diocese or district. 

“(3) To perform such other duties relating to the business affairs of 
the diocese or district as may be referred to it.” 

Yours very faithfully, 
Freperic M. Lee, C.P.A. 
Assistant treasurer, Diocese of California. 


[We are much interested in the details furnished by our correspondent 
and it is gratifying to know that business methods are spreading among 
members and officers of church organizations. We should be interested 
to learn, however, the definition of “accountant-bookkeeper.”—Editor, THe 
JouRNAL oF ACCOUNTANCY.] 


Dividends and the New Income Tax Law 


Editor, The Journal of Accountancy: 

Srr: I have read with interest the article by John T. Kennedy in 
the January number of THe JournaL or AccountTANcy under the heading 
Dividends and the New Income Tax Law, and being an assiduous student 
of the law, I take the liberty of adding my views, although, not having at 
hand Mr. Weiss’ article, I cannot presume to continue the discussion. One 
thing, however, seems clear, and that is that Mr. Kennedy’s panacea for 
the ailment of taxation of stock dividends is faulty, and if he enters on 
his returns deductions for losses “actually sustained because of the 
decreased book value due to the dividend” he is flirting with rather severe 
penalties. 

Theoretically all dividends are entirely capital. The corporation 
engages in business for profit, but in the last analysis the process is 
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merely an accumulation of assets measured by the increase in the surplus. 
Theoretically the stock appreciates exactly as the additional assets are 
accumulated and depreciates by the amount of any distribution, by what- 
ever name designated. In practice, however, the stock does not rise in 
direct ratio with the accumulation of assets and therefore the ordinary 
distribution tends to equalize values and is called income. The law pro- 
vides that dividends paid from profits accruing since March 1, 1913, shall 
be considered income. When the accumulated surplus is greater than the 
total profits earned since that date, just what profits are being distributed 
it is rather difficult to say. However, except in the case of an extraor- 
dinary dividend the tax is likely to be assessed. The taxation of a stock 
dividend of large proportions is apt to prove a hardship to the taxpayer, 
as the market value of his holdings will not change materially nor will 
the amount of his subsequent income, yet he is required to pay a tax on 
the distribution and there seems to be no way out of it. Until the depart- 
ment permits adjustments on a basis of market value or probate practice, 
stock dividends are not likely to be popular. 
J. Brooxs Keyes, C.P.A. 


Boston, Massachusetts, January 19, 1917. 





